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LERNER ON THE ECONOMICS OF CONTROL 


MILTON FRIEDMAN 


recent book by A. P. Lerner, 
| The Economics of Control, is an 
analysis of the problem of maxi- 
mizing economic welfare." It deals with 
a wide range of the substantive topics 
requiring attention: the organization of 
production and allocation of resources 
under given conditions; the distribution 
of income; the role of investment and the 
adaptation of society to investment; un- 
' employment and the business cycle; and 
foreign trade. On each topic it seeks to 
| derive the formal conditions for an 
optimum and to propose institutional ar- 
| frangements adapted to achieving these 
conditions. 
| Most of the book is devoted to the 
| formal analysis of the conditions for an 
» optimum. The institutional problems are 
| largely neglected and, where introduced, 
| treated by assertion rather than analysis. 
This disparity in the attention devoted 
| to the formal and institutional problems 
his, however, obscured by an intermin- 
ygling of the formal and institutional 
analysis. Formal analysis takes on the 
| tast of institutional proposals, and con- 
lusions about institutional arrange- 


* Abba P. Lerner, The Economics of Control. New 
York: Macmillan Co., 1944. Pp. xxii+428. 


ments seem to be derived from the fos- 
mal analysis and supported by it, 
though, in fact, the formal analysis is al- 
most entirely, irrelevant to the institu- 
tional problem. 

The result is that not only the title 
and the introduction but even a first 
reading somehow generate the expecta- 
tion and the illusion that the book con- 
tains a concrete program for economic 
reform. “In this way we shall be able to 
concentrate on what would be the best 
thing that the government can do in the 
social interest—what institutions would 
most effectively induce the individual 
members of society, while seeking to ac- 
complish their own ends, to act in the 
way which is most beneficial for society 
as a whole” (p. 6). An attempt to set 
down the explicit details of the program 
dispels the illusion. Much of what at 
first reading sounds like a concrete pro- 
posal, particularly about the general 
structure of society, turns out to be 
simply an admonition to the state that 
it behave correctly and intelligently. 

The hortatory character of the pro- 
posals is foreshadowed in Lerner’s initial 
discussion of “the rationally organized 
democratic state,” which he names “the 
controlled economy”’: 
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The fundamental point of the controlled 
economy is that it denies both collectivism and 
private enterprise as principles for the organ- 
ization of society, but recognizes both of them 
as perfectly legitimate means. Its fundamental 
principle of organization is that in any particu- 
lar instance the means that serves society best 
should be the one that prevails [p. 5]. 


Now surely it is no principle of organiza- 
tion that society do what is best for 
society. At most, it is an objective of 
society, though even as an objective it 
is obviously question-begging. 

To illustrate more fully the difference 
between Lerner’s formal analysis and 
his institutional proposals, we turn to his 
discussion of some of the major problems 
facing the “controlled economy.” Three 
such problems occupy a central place in 
Lerner’s analysis: (1) the optimum or- 
ganization of resources under given con- 
ditions, (2) the optimum division of in- 
come, and (3) the dynamic problem of 
unemployment and fluctuations in eco- 
nomic activity. 


I. THE ORGANIZATION OF RESOURCES 
UNDER GIVEN CONDITIONS 


A. THE FORMAL CONDITIONS FOR AN OPTIMUM 


Practically all economists, Lerner in- 
cluded, who have worked on the static 
problem of the organization of resources 
and who have regarded the welfare of 
the individual (rather than that of the 
“state’’ or some special class of indi- 
viduals) as dominant and his ends as su- 
preme have started with much the same 
assumptions and therefore reached much 
the same conclusions about the appro- 
priate utilization with given techniques 
of given resources for given ends. Certain 
special problems have received rather 
more attention from some than from 
others (e.g., Lerner is especially attracted 
by problems associated with “indivisi- 
bilities” and neglects almost entirely 
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problems raised by “unpaid costs” and 
“inappropriable services”). These special 
problems aside, the major and well- 
known result is that, given the distribu- 
tion of the available resources among 
individuals, an optimum exists when any 
small change in the application of re- 
sources leads to a combination of decre- 
ments and increments in the output of 
various goods such that there is no sys- 
tem of barter exchanges whereby indi- 
viduals would voluntarily accept the 
increments as compensation for the 
decrements. 

Much of The Economics of Control is 
devoted to presenting the formal reason- 
ing underlying this broad result and to 
developing in detail its implications for 
various sectors of the economy—the al- 
location of goods among consumers, the 
allocation of resources among industries, 
the utilization of resources within indus- 
tries, foreign trade, and so on. Early in 
the analysis Lerner demonstrates the 
advantage of using a monetary system in 
place of barter, and thereafter the discus- 
sion is in money terms rather than in the 
physical terms in which the basic result 
is stated above. This enables him to give 
a fairly thorough exposition of current 
price theory along with his analysis of the 
optimum utilization of resources. 

This part of the book is novel in 
exposition, though not in substance. 
Motivated by the question how society 
ought to work rather than how it does 
work, Lerner puts primary emphasis on 
the human wants and technical possibili- 
ties to which society must adjust rather 
than on the market expression of these 
wants and possibilities. The result is a 
highly unusual organization of topics. 
For example, demand and supply curves 
are first introduced on page 151 and then 
only in a footnote explaining that the 
elasticities of demand and supply are 
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concepts analogous to the elasticity of 
substitution. 

The exposition is novel not only in 
organization but also in style. Most of it 
is entirely abstract, yet Lerner uses 
graphs sparingly and mathematics not 
at all. He uses words, abbreviated sub- 
stitutes for words, and simple arith- 
metical examples. The resulting exposi- 
tion seems to the reviewer to have most 
of the disadvantages of a strictly mathe- 
matical exposition—it is abstract and 
artificial and requires sustained attention 
and retention of symbols—and none of 
the advantages—it is neither brief nor 
rigorous.” 


B. INSTITUTIONAL ARRANGEMENTS TO 
ACHIEVE AN OPTIMUM 


Granted that the optimum allocation 
of resources requires that marginal social 
benefit equal marginal social cost, to use 
Lerner’s terms, what institutional ar- 
rangements will lead to the closest pos- 


sible satisfaction of this condition? 
Lerner’s answer to this question is im- 
bedded in his analysis of the meaning and 
implications of the formal conditions, 
and some measure of exegesis is therefore 
required to extract it. 

The one common principle of eco- 
nomic organization underlying his an- 
swer seems to be the use of the price 
mechanism for organizing economic ac- 
tivity. Lerner’s acceptance of the price 
mechanism does not, however, mean ac- 
ceptance of the particular institutional 
arrangements with which the price sys- 
tem is historically associated, namely, a 

* Lerner’s discussion on pp. 81-82 of the relation 
between marginal and average measurements is a 
simple illustration of what is meant by the state- 
ment that his exposition is not rigorous. He gives a 
numerical example, states “irrespective of the figures 
in any particular example we can see,” and then 
indicates the general relationship. He does, of 
course, state the relationship correctly; but the in- 
tuitive leap from example to general result is an un- 
satisfactory substitute for rigorous derivation. 
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free-enterprise exchange economy char- 
acterized by private ownership of the 
means of production. In such an econ- 
omy, prices perform five related but dis- 
tinguishable functions: (1) they are a 
means of transmitting information about 
changes in the relative importance of dif- 
ferent end-products and factors of pro- 
duction; (2) they provide an incentive 
to enterprises (a) to produce those prod- 
ucts valued most highly by the market 
and (6) to use methods of production 
that economize relatively scarce factors 
of production; (3) they provide an in- 
centive to owners of resources to direct 
them into the most highly remunerated 
uses. Prices are enabled to perform func- 
tions (2) and (3) because they are also 
used (4) to distribute output among the 
owners of resources. And, finally, prices 
serve (5) to ration fixed supplies of goods 
among consumers.’ 

Lerner places major emphasis on the 
first function. He recognizes clearly, and 
states effectively, the enormous difficulty 
that would be involved in any attempt to 
control directly the allocation of re- 
sources. 


In a collectivist economy this [the allocation 
of resources] might be attempted directly by the 
Ministry of Economic Planning, and many 
writers have proposed that it be done this way, 
even claiming that such centralization would 
be very efficient in planning everything to fit into 
everything else. This would require a central- 
ized knowledge of what is going on in every fac- 
tory, what are the changes from day to day in 
the demands and supplies at all possible prices 
of all goods and services and factors of produc- 
tion at all places in the economy, as well as the 
latest changes in technical knowledge in all 
branches of production. Obviously this calls for 
the Universal Mind of LaPlace, as Trotsky has 
suggested, and this is not practical... . . Again 
the solution is to call in the price mechanism 
[p. 119}. 


3See F. H. Knight, The Economic Organization 
(University of Chicago, 1933), pp. 6-13, 31-35- 
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Lerner recognizes, of course, both the 
interdependence of the various functions 
of the price mechanism and the ef- 
ficiency and desirability of the price 
mechanism in providing incentives to 
individuals to adjust to the information 
transmitted by the price mechanism. “In 
private enterprise under conditions of 
perfect competition ....the incentive 
is of exactly the right intensity” (p. 84). 
The reason he rejects exclusive reliance 
on price incentives is that individuals, in 
seeking to maximize their own incomes, 
will make the adjustments that are 
socially desirable (i.e., will bring about 
the satisfaction of the formal conditions 
for an optimum discussed above) only 
if they have no appreciable influence on 
the prices they pay or receive, i.e., are 
operating under competitive conditions. 
The presence of monopoly power means 
that private and social interests diverge. 

Lerner would therefore use the pri- 
vate-enterprise exchange system only for 
the competitive sector of the economy. 
For another sector, he would use a de- 
vice he entitles ‘“counterspeculation” 
to eliminate any influence of sellers or 
buyers on price. By “counterspeculation,” 
Lerner means a government guaranty 
to purchase an unlimited amount at a 
fixed price from sellers who would other- 
wise be monopolists or to sell an un- 
limited amount at a fixed price to buyers 
who would otherwise be monopsonists. 
The effect would be to replace a sloping 
segment of the demand curve for the 
monopolist’s product (or of the supply 
curve facing the monopsonist) by a hori- 
zontal segment. If the price guaranteed 
by the government were equal to the 
competitive price, it could sell what it 
purchased (or buy what it sold) in the 
open market without loss.‘ Despite such 
comments as that cited above about the 
difficulties of centralized organization of 
economic activity, Lerner is quite san- 
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guine about the ability of the Board of 
Counterspeculation to estimate what 
the competitive price would be. Counter- 
speculation will not, however, work if the 
monopoly arises from indivisibilities suf- 
ficient to lead to declining costs through- 
out the relevant range of output, since a 
price equal to marginal cost would mean 
that firms would go bankrupt. For such 
monopolies, Lerner would use govern- 
ment ownership and operation. Lerner 
would also include in the collectivist sec- 
tor some industries for which he regards 
counterspeculation as feasible, though he 
nowhere specifies the principles on the 
basis of which he would choose between 
counterspeculation and government 
ownership when both are feasible. Simi- 
larly, he nowhere discusses how to dis- 
tinguish in practice between those indus- 
tries that are sufficiently competitive to 
be left alone and those that are not. 


For the collectivist sector, it is obvi- 
ously necessary to provide a substitute 
for the price (i.e., profit) incentives 
operative in the private sector. Two 
things are required: (1) instructions to 
managers how to use the information 
transmitted by prices; (2) means of as- 
suring that the instructions are followed. 
Lerner would instruct the managers to 
pretend that they are operating under 
conditions of perfect competition and to 
play at private enterprise. His instruc- 
tions would take the form of the Rule: 


If the value of the marginal (physical) product 
of any factor is greater than the price of the factor, 
increase output. If it is less, decrease output. If it 
is equal to the price of the factor continue pro- 
ducing at the same rate. (For then the right output 
has been reached.) [P. 64.] 


‘To be effective, the government would not only 
have to guarantee to purchase an unlimited amount 
from putative monopolists at a specified price, but it 
would also have to make its price the price ceiling for 
private sales; and, similarly, it would have to make 
its price the price floor on private purchases by 
monopsonists. 
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This sounds simple enough. The sim- 
plicity is, however, deceptive. The rule 
is a purely formal statement that con- 
ceals all the difficulties. Casual observa- 
tion of the divergent fate of entrepre- 
neurs in a highly competitive industry 
(like agriculture, retail trade, or manu- 
facturing of furniture or clothing) is 
enough to indicate the difficulty of the 
problem, since they are trying to follow 
the rule and have an incentive “of exact- 
ly the right intensity” to do so. 


It is therefore important not only to 
formulate instructions but also to specify 
effective means of assuring that they are 
followed. Lerner hardly discusses this 
problem at all. About all he says is that 


some incentives in the form of rewards (and 
punishment too perhaps) will have to be de- 
veloped for the manager who is subjected to the 
Rule, and there will be a delicate problem of 
making them neither too weak nor too strong. 
.... It may seem strange to some that incen- 
tives to efficiency could be too strong, but this 
can be very serious. It can lead to a tyrannous 
disregard for the welfare of the workers and an 
inhuman red-tapism that would ultimately 
mean less and not more efficiency [p. 84]. 


But this is only part, and probably the 
least difficult part, of the problem, as the 
example of competitive entrepreneurs 
indicates. The manager’s intentions must 
not only be good; he must be able to 
translate his intentions into practice. The 
higher administrators (who themselves 
need both incentives and tests of per- 
formance) must have some means of de- 
termining the extent to which the man- 
ager has been successful in his attempt to 
follow the rule. Under private enterprise, 
profits are not only an incentive but also 
a criterion of performance and determine 
the entrepreneur’s ability to get com- 
mand over resources. They cannot serve 
these other functions in the collectivist 
sector, since Lerner seeks to collectivize 
precisely those industries for which he 
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regards private profits as an inadequate 
test of social performance. 


II. THE DIVISION OF INCOME 
A. FORMAL CONDITIONS 


The distribution of resources among 
individuals, which is taken as one of the 
given conditions in analyzing the organ- 
ization of resources, cannot, of course, be 
taken as given in fact, since the distribu- 
tion can be modified by appropriate col- 
lective action. 

Lerner does not consider directly the 
distribution of resources among indi- 
viduals, but rather the associated prob- 
lem of the distribution of income. The 
brief chapter dealing with this problem is 
extremely interesting. It presents a for- 
mal analysis leading to the conclusion 
that “‘if it is desired to maximize the total 
satisfaction in a society, the rational pro- 
cedure is to divide income on an equali- 
tarian basis” (p. 32). The analysis as 
given is not rigorous, primarily because 
of appeal to “equal ignorance.’’s It re- 
quires only a slight modification of the 
argument, however, to eliminate this 
appeal and to make Lerner’s conclusion 
a rigorous implication of his assump- 
tions, of which the following five are es- 
sential: (1) “It is not meaningless to say 
that a satisfaction one individual gets is 
greater or less than a satisfaction enjoyed 

5 E.g.: “The possibility of an increase in gain off- 
sets the possibility of the diminution of gain since 
they are equally likely to occur in any particular case. 
There remains the net gain that is seen by itself in 
the case of equal capacities but which becomes only 
a probable gain on account of the possible increase or 
diminution of the gain which arises with unequal 
capacities” (pp. 29-30). (First italics mine.) “Such 
a blind shift from an equal division of income is just 
as likely, then, to increase as to diminish total satis- 

i This would leave us indifferent as to 
the distribution of income .... but for one other 
thing that tips the scale. Although the probability 
of a loss is equal to the probability of a gain, every 
time a movement is made away from an equalitarian 
division the probable size of the loss is greater than 
the probable size of the gain” (pp. 31-32). (All italics 
mine except size.) 
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by somebody else” (p. 25). This is taken 
to mean that numerical utilities can be 
assigned to the satisfactions enjoyed by 
individuals; and the values assigned to 
different individuals can appropriately 
be added. (2) “Each individual’s satis- 
faction is derived only from his own in- 
come and not from the income of others”’ 
(p. 36). This means that the utility to an 
individual of any given income is not a 
function of the income of other indi- 
viduals. (3) When incomes are unequal, 
the amount of income an individual re- 
ceives is statistically independent of his 
capacity for enjoying it, i.e., if indi- 
viduals were classified by capacity to en- 
joy income, the probability distribution 
of income would be the same for all such 
classes. (4) The marginal utility of 
money income to an individual di- 
minishes as income increases. (5) The 
total amount of income is unrelated to 
its distribution.® 


6 Lerner’s problem is closely analogous to a rather 
common problem in the theory of statistical infer- 
ence, and his reasoning to the inverse probability 
reasoning that was initially used in statistics. The 
revolution in statistics during the last few decades 
has been associated with a replacement of the loose 
and inexact inverse probability reasoning by an 
exact, operationally defined, reasoning that makes 
no appeal to “equal ignorance.” Precisely the same 
substitution will make Lerner’s argument rigorous. 

The problem is to determine the distribution of 
income that will maximize the arithmetic sum of the 
utilities received by the individuals in the society 
subject to the assumptions listed in the text. 

Consider any initial unequal distribution of in- 
come. Conceptually classify the individuals by their 
(unknown) capacities for satisfaction. Each such 
“satisfaction class” will contain only individuals 
who have identical capacities, i.e., have identical 
utility functions. By assumption (3) the average in- 
come of the persons in each such class is the same 
for every class. Furthermore, any redistribution of 
income among classes would invalidate assumption 
(3), so only redistributions within these classes will 
be consistent with the assumptions. Moreover, by 
assumption (2), changes in any one class will not 
affect any other class, so the problem reduces to the 
simpler problem of maximizing the aggregate utility 
of each satisfaction class separately. 

For a particular satisfaction class, it is clear, 
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Lerner recognizes, of course, that the 
fifth assumption is invalid and therefore 
concludes that “the principle of equality 
would have to compromise with the prin- 
ciple of providing such incentives as 
would increase the total of income avail- 
able to be divided” (p. 36). The difficulty 
here is that the distribution of income is 
itself in considerable measure a resultant 
of the process of satisfying the mathe- 
matical conditions for an optimum utili- 
zation of given resources. Analytically, 
therefore, the distribution of income is 
not an independent “given” that can be 
manipulated without affecting the rest of 
the analysis. This difficulty could have 
been largely avoided by considering in- 
stead the distribution of resources. This 
point is of more than formal interest, 
since it suggests that measures to reduce 
inequality by altering the distribution of 
resources (such as social investment in 
the training of individuals, inheritance 
taxation, etc.) may interfere less with 
the optimum utilization of resources than 
measures that seek to redistribute in- 
come directly. 

Lerner uses his analysis of the opti- 
mum distribution of income to convert 
equality from an end in itself to a means 
to a more fundamental and presumably 
more obviously desirable end—namely, 
the maximization of total satisfaction in 
a society. For reasons stated in the next 
two paragraphs, Lerner’s analysis seems 
to the reviewer rather to discredit the 
given assumptions (1), (2), (4), and (5), that an 
equal distribution will maximize aggregate utility. If 
a dollar is taken from an individual with a larger in- 
come and given to an individual with a smaller in- 
come, the former loses less utility than the latter 
gains, by assumption (4); the aggregate income to be 
distributed is unaffected, by assumption (5), and 
the utility schedules of the two individuals, which 
were the same before the transfer, remain the same 
after, by assumption (2). This completes the proof, 
since equal distribution within each class, given 
equal mean incomes of different classes, implies 
equal income throughout the society. 
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maximization of total satisfaction as a 
desirable end and to suggest that equal- 
ity is much the more fundamental of the 
two. 

An essential step in Lerner’s analysis 
is the introduction of ignorance. Granted, 
says Lerner, that individuals differ in 
their capacities to enjoy satisfaction, that 
they are not equally efficient pleasure 
machines, there is no method of deter- 
mining how efficient they are as pleasure 
machines and therefore no hope of ad- 
justing the amount of income to the 
individual’s efficiency. Any actual un- 
equal division of income must therefore 
involve a random association of income 
with innate efficiency as a pleasure ma- 
chine (assumption [3] above). Since the 
mistake of giving too much to an indi- 
vidual is more serious (because of the as- 
sumed diminishing margina! utility of 
income) than the mistake of giving too 
little, an unequal division of income 
yields a smaller total satisfaction than 
an equal division. 

Eliminate the assumption of igno- 
rance and the same analysis immediate- 
ly yields a justification of inequality if 
individuals do differ in capacity to en- 
joy satisfaction. And we must clearly be 
prepared to eliminate the assumption of 
ignorance. The talk about capacity to 
enjoy satisfaction is just empty talk un- 
less there is at least a conceptual possi- 
bility of determining the relative ef- 
ficiency of individuals as pleasure ma- 
chines. One could hardly take the posi- 
tion that an analysis based on the 
capacity to enjoy satisfaction is relevant 
if it is impossible to determine an indi- 
vidual’s capacity, but irrelevant if it is 
possible to do so. Suppose, then, that a 
feasible technique is devised to determine 
each individual’s capacity to enjoy satis- 
faction. Suppose, further, that it is dis- 
covered by this technique that a hun- 
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dred persons in the United States are 
enormously more efficient pleasure ma- 
chines than any others, so that each of 
these would have to be given an income 
ten thousand times as large as the income 
of the next most efficient pleasure ma- 
chine in order to maximize aggregate 
utility. Would Lerner be willing to ac- 
cept the resulting division of income as 
optimum even though it were entirely 
consistent with all other objectives (such 
as maximization of the total to be di- 
vided) ?? 


B. INSTITUTIONAL ARRANGEMENTS 


There is little discussion, and that not 
systematic, of techniques for achieving 
the equalization of income that Lerner 
takes as the relevant formal condition 
for an optimum. Though Lerner does 
not explicitly say so, it is a reasonable 
inference that he would, in the main, re- 
tain the existing techniques for distribut- 
ing income via payments to owners of 
resources for the services of those re- 
sources. The only basic change would be 
that ownership of capital resources em- 
ployed in the collectivist sector would be 
transferred to the government, and re- 
turns to these, as well as the Correspond- 
ing entrepreneurial income (positive or 
negative), would accrue to the govern- 
ment. The primary distribution to indi- 
viduals for the use of their resources 
might be modified by a “‘social dividend”’ 
and by a personal income tax, which 
Lerner looks on with favor “where taxa- 
tion is necessary” (p. 234), though even 
the income tax “‘can interfere with the 
use of resources” (p. 235). “If it is de- 
sired to take measures for the equaliza- 
tion of income, it might be better to deal 


? This argument is essentially taken from Henry 
C. Simons, Personal Income Taxation (Chicago: 
University of Chicago Press, 1938), pp. 5-15. 
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with that through an inheritance and 
gift tax” (p. 236). 


Ill, UNEMPLOYMENT AND FLUCTUA- 
TIONS IN ECONOMIC ACTIVITY 


A. FORMAL CONDITIONS 


The possibility of changing the amount 
of resources available to society by invest- 
ment raises directly the problem of the 
appropriate amount of investment; in- 
directly it leads into the dynamic prob- 
lem of maintaining a stable high level of 
output in a world in which technological 
development requires continual change 
in the method of utilizing resources. 
Lerner dismisses the problem of the ap- 
propriate amount of investment as a 
“political” problem. He devotes con- 
siderable attention to the dynamic prob- 
lem of fluctuations in output and invest- 
ment. The analysis is strictly Keynesian 
and entirely concerned with the danger 
of general equilibrium at a low level of 
output and employment. Though much 
of it is worded in terms of the “trade 
cycle” or “business cycle,” there is no 
real discussion of the business cycle. The 
explanation of “the fundamental cause 
of the business cycle’ on pages 296 and 
297 is a masterful evasion of the prob- 
lem. The “fundamental cause” turns out 
to be (1) the possibility of a stable long- 
run level of low output and employment 
and (2) the fact that there is a business 
cycle.* 

Lerner therefore states the formal con- 


8 “The fundamental cause of the business cycle is 
the inadequacy of demand” (p. 296). “At an income 
corresponding to full employment the gap between 
income and equilibrium consumption is very large. 
. . « » This level of income can be maintained only if 
there is sufficient investment to fill the gap. But this 
tremendous level of investment is very much more 
than it is profitable to maintain for very long. Jf such 
@ position of full employment should be reached, the 
opportunities of investment would soon begin to be 
used up and investment would decline. This sets in 
motion the cumulative processes of crisis and depres- 

i With little investment going on for a 
long time, opportunities for investment accumulate 


dition for maintaining a stable high level 
of output and employment as the main- 
tenance of adequate aggregate demand. 
This is nowhere spelled out in fuller de- 
tail, nor is there any systematic discus- 
sion of the criteria in terms of which 
“adequacy” is to be judged. It is implied 
that the level of employment is the pri- 
mary general criterion and “full” em- 
ployment the chief objective. It is im- 
plied also, however, that there is little 
or no danger of rising prices or inflation 
so long as full employment has not been 
attained, giving the impression that 
Lerner considers stability of prices an 
equally good criterion of the adequacy 
of aggregate demand. 


B. INSTITUTIONAL ARRANGEMENTS 


Lerner would handle the problem of 
maintaining adequate aggregate demand 
through “functional finance,” which is 
defined as “‘the principle of . . . . judging 


that are profitable even at the very low income level. 
When some investment starts, this raises income and 
so.... Wwe now have a cumulative movement up- 

The impetus of the expansion may carry 
it up to full employment or it may stop before that 
level is reached” (p. 297). (Italics mine.) The in- 
adequacy of demand alone would explain a con- 
tinued low level of income; the italicized statements 
are clearly crucial to the conversion of the low level 
of income into cyclical fluctuations. The first simply 
starts the analysis going; the other two do no more 
than to assert that there is a cycle. In terms of 
Lerner’s analysis alone, one would expect the “crisis 
and depression” to stop at the low level of employ- 
ment that can be permanently maintained in light 
of the inadequacy of demand. If this occurred, no 
opportunities for investment would accumulate, 
since current investment would exploit all the limited 
opportunities for investment currently becoming 
available. In order to get a cycle it is essential that 
the decline be “cumulative” and go further than the 
low level of employment that the inadequate de- 
mand would permanently support. But clearly the 
inadequacy of demand is no explanation why this 
should occur. Note that even the “inadequacy of de- 
mand” is supported only by adjectives—‘“very 
large,” “tremendous.” The numerical example 
Lerner gives—which presumably suggests what 
these adjectives mean to him—indicates very much 
larger savings than statistical evidence suggests as 
reasonable in peacetime. 
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fiscal measures only by their effects or 
the way they function in society” (p. 302 
n.). Lerner’s discussion of functional 
finance is a brilliant exercise in logic. It 
strips governmental fiscal instruments to 
their essentials: taxing and spending, 
borrowing and lending, and buying and 
selling; and throws into sharp relief the 
function of each. In the process it throws 
into discard conventional patterns of ex- 
pression, verbal clichés which at times 
embody valid implications of more sub- 
tle reasoning but which, taken by them- 
selves, muddle analysis of the effect of 
governmental actions. Reading Lerner’s 
discussion of functional finance is almost 
sure to induce a much-required reorgan- 
ization of the mental filing-case that one 
has been using to classify the factors 
involved in governmental fiscal opera- 
tions. But for our present purpose the 
relevant question is whether the discus- 
sion of “functional finance,” besides 
being a logical exercise, is also a prescrip- 
tion for public policy. The answer, it 
seems to this reviewer, is clearly nega- 
tive. Once again, what looks like a pre- 
scription evaporates into an expression 
of good intentions: 


The government decides on the buying and 
selling that is socially desirable for all sorts of 
particular reasons. Then it undertakes such 
taxation and pays out such bonuses as are justi- 
fied by special particular circumstances 
If there is insufficient total demand, so that there 
is unemployment, the government will lend 
money (or repay debt) to lower the rate of 
interest until the rate of investment is at the 
level it considers proper, and it will reduce 
taxes or increase bonuses until the level of con- 
sumption is enough, together with the invest- 
ment, to produce full employment [pp. 314-15]. 


To make this into a prescription to 
“produce full employment,” Lerner must 
tell us how to know when there is “in- 
sufficient total demand,” whether this 
insufficiency is a temporary deficiency 
in the process of being corrected or the 
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beginning of an increasing deficiency 
that, if left alone, will lead to drastic 
deflation. He must tell us how to know 
what medicine to use when a diagnosis 
has been made, how large a dose to give, 
and how long we may expect it to take 
for the medicine to be effective. The 
casual reader of Lerner’s book—or, for 
that matter, of the majority of works on 
the control of the business cycle—might 
suppose that these are simple questions. 
A glance at a few monthly time series de- 
picting the movement of important eco- 
nomic magnitudes, preferably subdi- 
vided regionally and by industries, and a 
brief review of attempts at retrospective 
identification, current diagnosis, and 
forecasting suggest that they are any- 
thing but simple. 

As Burns and Mitchell say: 

Our examination of business indexes, and 
less definitely of business annals, forbade us to 
think of business cycles “as sweeping smoothly 
upward from depressions to a single peak of 
prosperity and then declining steadily to a new 
trough.” On the contrary, the expansion and 
contraction of many cycles seem to be inter- 
rupted by movements in the opposite direction, 
and some cycles apparently have double or 
triple peaks or troughs.® 


Not all economic activities participate 
in what, after the event, may be judged 
a cyclical expansion or contraction, and 
those that do, participate in uneven 
measure and with variable timing. Seri- 
ous investigators seeking to establish a 
chronology of business cycles from past 
records agree in the main about the 
movements they regard as cyclical but 
differ in not unimportant detail in the 
dates they set for peaks and troughs.*® 

*Arthur F. Burns and Wesley C. Mitchell, 
Measuring Business Cycles (New York: National 
Bureau of Economic Research, 1946), p. 7. Quota- 
tion within quotation from Mitchell, Business 
Cycles: The Problem and Its Setting (New York: Na- 
tional Bureau of Economic Research, 1927), p. 329. 

1° See Burns and Mitchell, op. cit., chap. iv, esp. 
PP. OI-114. 
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Contemporary interpreters of the course 
of business have notoriously failed not 
only to predict the course of business but 
even to identify the current state of 
affairs. It is not at all abnormal for some 
to assert that we are in the early stages 
of deflation and others that we are enter- 
ing into an inflation.” 

An easy answer to these difficulties is 
to say that they are irrelevant; that the 
government should act on its best esti- 


* This has clearly been true during much of 1946 
and 1947. An interesting earlier case, called to my 
attention by Arthur F. Burns, is the 1920-21 con- 
traction. The National Bureau of Economic Re- 
search sets January, 1920, as the peak of the cycle 
and September, 1921, as the succeeding trough 
(Burns and Mitchell, op. cit., p. 78). Yet in May, 
1920, the National City Bank said in its monthly 
letter on Economic Conditions, Governmental Finance, 
United States Securities: “General trade is good in all 
parts of the country,” and in June: “It would be a 
mistake to assume that we are on the eve of im- 
mediate deflation on a large scale.” As late as 
September, 1920, the letter reported: “The general 
business situation in our opinion has been develop- 
ing in a satisfactory manner during the past month. 
.. .. The general trend is toward normal and perma- 
nent conditions The recession of industrial 
activity which is under way is not severe enough to 
be alarming.” In October: “General business is mov- 
ing along in a reasonably satisfactory manner 
There is good reason to think that in the industries 
that have been most disturbed the price reductions 
have gone about as far as they will in the near 
future.” Not until the November, 1920, letter was 
there explicit recognition of the existence of a 
serious recession. That letter reported: “The ex- 
pectations indulged in during the summer that the 
state of depression which was affecting certain of the 
industries would disappear with the opening of the 
fall season has not been realized; on the contrary, 
business is generally receding and there is no longer 
room for doubt that the country has passed the 
crest of the post-war boom.” The December, 1920, 
letter said: “The downward movement of prices of 
which the first signs appeared last May, and which 
became quite evident in October, has become more 
general and precipitate in the last month. The hopes 
that had been entertained that the descent to a lower 
level would be accomplished ... . gradually... . 
have proven illusory. Rarely, if ever, has there been 
so great a decline in commodity prices in so short a 
time.” 

One of the leading and best-informed observers 
of current business conditions thus failed to recog- 
nize the existence of one of the sharpest contractions 
on record until it was almost half over. 


MILTON FRIEDMAN 


mate of the state of affairs and should 
take measures of whatever magnitude 
seems appropriate; and that errors in 
these actions are unimportant since they 
can be corrected quickly. If deflationary 
action is taken, and turns out to have 
been unnecessary, the government can 
simply reverse itself and turn on the in- 
flationary spigot; if the action was too 
drastic or not drastic enough, the govern- 
ment can then turn down or up the ap- 
propriate spigot. This answer is, of 
course, too easy. It conflicts with the 
hard fact that neither government action 
nor the effect of that action is instantane- 
ous. There is likely to be a lag between 
the need for action and government 
recognition of this need; a further lag 
between recognition of the need for 
action and the taking of action; and a 
still further lag between the action and 
its effects. If these time lags were short 
relative to the duration of the cyclical 
movements government is trying to 
counteract, they would be of little im- 
portance. Unfortunately, it is likely that 
the time lags are a substantial fraction 
of the duration of the cyclical move- 
ments. In the absence, therefore, of a 
high degree of ability to predict correctly 
both the direction and the magnitude of 
required action, governmental attempts 
at counteracting cyclical fluctuations 
through “functional finance” may easily 
intensify the fluctuations rather than 
mitigate them. By the time an error is 
recognized and corrective action taken, 
the damage may be done, and the correc- 
tive action may itself turn into a further 
error.” This prescription of Lerner’s, like 

™ There is much confusion on this point, largely 
because of an erroneous application of the sta- 
tistical “law of large numbers” which leads to the 
belief that government needs to guess right only a 
little more than half the time to achieve some success 
in mitigating cyclical fluctuations. This is incorrect. 
If a number of random disturbances, each varying 


by about the same amount, are added, their mean 
tends to fluctuate less than any one of the disturb- 
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others, thus turns into an exhortation to 
do the right thing with no advice how to 
know what is the right thing to do. 


IV. THE RELATION BETWEEN THE FORMAL 
CONDITIONS FOR AN OPTIMUM AND 
INSTITUTIONAL ARRANGEMENTS 


The chief general criticism implicit in 
the preceding sections is that Lerner 
writes as if it were possible to base con- 
clusions about appropriate institutional 
arrangements almost exclusively on 
analysis of the formal conditions for an 
optimum. Unfortunately, this cannot be 
done. It has been long known that there 
are alternative institutional arrange- 
ments that would enable the formal con- 
ditions for an optimum to be attained. 
Furthermore, the institutional arrange- 
ments adopted are likely to have im- 
portant noneconomic implications. So it 
is necessary both to make a choice and to 
introduce additional criteria in making 
the choice. 

Some fifty years ago, Pareto pointed 
out that the equilibrium allocation of re- 
sources in a freely competitive society 
based on private property is identical 
with the allocation that should be sought 
by a socialist state striving to achieve a 
maximum of “ophelimity” and that, on 
the formal level alone, totalitarian direc- 
tion might achieve the same allocation of 
resources as a free price system (i.e., both 


ances, and in this sense, the errors tend to cancel 
out; but their sum tends to fluctuate more than any 
one of the disturbances, and the larger the number 
of disturbances added, the larger the fluctuations in 
the sum. The effects of countercyclical actions of 
government are added to, not averaged with, the 
economic movements that would otherwise take 
place. If the countercyclical actions of government 
were entirely random disturbances, unrelated in 
any systematic fashion to the other movements, they 
would tend to increase the amplitude of cyclical 
movements. A slight ability to guess correctly would, 
therefore, serve only to mitigate or eradicate this 
undesirable effect, and a considerable ability to 
guess correctly would be required to convert govern- 
ment action into a stabilizing influence. 


415 


might solve the same equations)."? More 
recently, Taylor, Lange, Lerner, and 
others have outlined the form of organ- 
ization for a socialist society, discussed 
briefly above, in which the individual 
productive units would “play” at com- 
petition and thereby reproduce the re- 
sults of a competitive-enterprise econ- 
omy."* Another arrangement that would 
accomplish the same end, given suf- 
ficient information, is to impose taxes 
and grant bounties so devised as to in- 
duce monopolists to set prices at the 
levels that would prevail under competi- 
tion. Lerner in this book adds yet an- 
other device, counterspeculation, and it 
would doubtless be possible to construct 
still other institutional arrangements 
that, judged solely on a formal level, 
would permit the conditions for an 
optimum to be satisfied. 

None of these arrangements will, of 
course, operate perfectly in practice. The 
most that can be expected is a reasonable 
approximation to the economic optimum. 
They must, therefore, be judged in part 
by (1) the practical administrative prob- 
lems entailed in so operating them as to 
approximate the economic optimum and 
(2) as a corollary, the extent to which 
they lend themselves to abuse, i.e., the 
ease with which they can be used for ob- 
jectives other than the general welfare. 
Economic institutions do not operate in 
a vacuum. They form part, and an ex- 
tremely important part, of the social 
structure within which individuals live. 
They must also be judged by (3) their 
noneconomic implications, of which the 


8 Vilfredo Pareto, Cours d’économie politique 
(Lausanne, 1897), Vol. II, Book II, chap. ii, pars. 
717-24, pp. 84-95. Pareto, of course, went further 
and discussed also some of the nonforma! considera- 
tions appropriate to the choice. 

4 Oscar Lange and Fred M. Taylor, On the Eco- 
nomic Theory of Socialism, ed. Benjamin E. Lippin- 
cott _— University of Minnesota Press, 
1938). 





416 


political implications—the implications 
for individual liberty—are probably of 
the most interest and the ethical implica- 
tions the most fundamental. 

As already noted, Lerner neither dis- 
cusses nor even appears to recognize the 
first two bases for judging the appro- 
priateness of economic institutions. He 
clearly recognizes the importance of the 
third—indeed, he states in the Preface 
that recognition of the importance of po- 
litical implications was largely respon- 
sible for leading him to alter the char- 
acter of the book from a discussion of a 
completely collectivist society to a dis- 
cussion of a society which retains large 
elements of private property and free 
enterprise—but he explicitly rules out 
systematic discussion of political impli- 
cations. “In this study we shall not go 
into the merits of this political issue. We 
shall assume a government that wishes to 
run society in the general social interest 
and is strong enough to override the op- 
position afforded by any sectional inter- 
est” (p. 6). The only other comment of 
any substance on this issue is a brief 
discussion of ‘‘the significance of private 
enterprise as one of the guarantees of the 
freedom of the individual.” There is a 
sound basis, he says, 


for this argument even if it is often distorted by 
fanatical capitalists who identify the freedom of 
the individual with the license of the capitalist 
millionaire or even with the economic powers of 
giant corporations The liberty of the indi- 
vidual obtained its first start in modern times 
with the freeing of private enterprise and... . 
the possibility for the individual of finding a 
means of livelihood outside of employment by 
the state can be a check on undue subservience 
to the employers who represent the state. Of 
course this is one only of many forces that must 
be developed and maintained if democracy is to 
be preserved and by itself it can not guarantee 
democracy, but anything that may contribute 
to the safeguarding of democracy is of great 
value. 
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The controlled economy may consider that 
even some sacrifice of efficiency in the allocation 
of resources is worth while as a contribution 
to the safeguard of democracy, though the kind 
of government that would take this into account 
could put up adequate safeguards even if it 
were 100 per cent collectivist [pp. 84-85]. 


(But would it or could it stay the same 
government if it became roo per cent 
collectivist?) 

It would be unfair to Lerner to end 
without stressing again that the dis- 
tribution of space in this review is very 
different from the distribution of space in 
the book. The book is at one and the 
same time (1) an elementary text in eco- 
nomic principles written from a novel 
point of view and emphasizing formal 
analysis rather than descriptive ma- 
terial, (2) a tract for the times advocat- 
ing a “‘controlled economy.” Most of the 
book is devoted to teaching principles, 
though the tone of a tract permeates it 
all. Most of this review is devoted to the 
tract. 

The proposals in the book have con- 
siderable suggestive value and may 
stimulate others to useful and important 
work in developing them. The book 
throughout reveals Lerner’s very con- 
siderable gifts—his acuteness as a theo- 
rist and dialectician, his skill and 
patience in exposition, his flexibility of 
mind, his profound interest in social wel- 
fare, and his willingness to accept and 
courage to state what seems to him right 
social policy, regardless of precedent or 
accepted opinion. In the reviewer’s judg- 
ment, however, these gifts have been im- 
perfectly realized because they have been 
employed in a vacuum and have not 
been combined with a realistic appraisal 
of the administrative problems of eco- 
nomic institutions or of their social and 
political implications. 
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THE BEGINNING OF COMPETITIVE BANKING 
IN. PHILADELPHIA, 1782-1809 


ANNA JACOBSON SCHWARTZ 


Two capital banks operating in one city . . . . might, perhaps, act in opposition to each other 
and, of course, destroy each other.—PELATIAH WEBSTER (1786). 


founders of commercial bank- 
| ing in this country doubted seri- 
ously that several banks in one 
community could get along together, es- 
pecially that the initial bank could sur- 
vive if one more intruded upon its do- 
main. They reasoned that each new bank 
would embarrass the established institu- 
tions by drawing on their specie reserves 
to build up its own. A corollary of this 
argument for monopolistic banking was 
that each newcomer must of necessity 
reduce the profits of the others. 


But in Philadelphia, the home of the 
country’s first bank, it was demonstrated 
—as one rival after another opened its 
doors in the face of the opposition of 
older institutions—that competition did 
not impede their growth. Yet no sooner 
did a bank win friendly recognition from 
its elders than it fell prey to the same 
fear of newcomers. In New York and 
Baltimore (and possibly also in Boston’), 
as in Philadelphia, a new institution was 
looked upon as a threat to the security of 


‘I am not sure that, in Boston, the initial bank 
ot banks actively opposed the addition of members 
to the banking community. N. S. B. Gras comments: 
“From time to time other banks were established 
in Boston (in addition to the Boston branch of the 
first Bank of the United States), but apparently 
they rarely or never received from the Old Massa- 
chusetts anything but a doubtful welcome and hard 
terms” (The Massachusetts First National Bank of 
Boston, 1784-1934 (Cambridge: Harvard University 
Press, 1937], p. 37). I have not, however, found any 
explicit references to the problems of the adjustment 
of the first Boston bank or banks to newcomers. See 
Edwin A. Stone, A Century of Boston Banking (Bos- 
ton: Rockwell & Churchill, 1894), pp. 8-12. 


intrenched banking interests. Only after 
considerable experience did the banks 
learn how to minimize the impact of the 
immediate repercussions of the estab- 
lishment of another bank, and also how 
to conduct themselves in their relations 
with it. This experience, its effects light- 
ened by an expanding demand for bank 
accommodations and fortuitous accre- 
tions to their specie holdings, made the 
banks generally realize that a competi- 
tor’s advent did not necessarily mean 
their eclipse. 
I 


In May, 1781, when the Continental 
Congress approved the establishment of 
the Bank of North America, it recom- 
mended that, for the duration of the war, 
no other banking institution be char- 
tered by any state. There was nothing, 
however, in the charter granted the Bank 
of North America in March, 1782, to 
suggest that it had been accorded an ex- 
clusive right to banking in Pennsylvania 
either during or after the war. Yet, for a 
decade after the war ended, the bank was 
able to preserve its monopolistic position 
in both Philadelphia and the state.’ 

Early in 1784 the Bank of North 
America was faced with the prospect of a 
rival. The first two years of its existence 
had been extremely profitable; it paid 
8? per cent on its shares in 1782 and 


2 James Wilson, Considerations on the Bank of 
North America (Philadelphia: Hall & Sellers, 1785), 
p. 4; Pennsylvania Statutes, Laws Passed 1781-82, 
chap. ix. 
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14} per cent in 1783. This handsome re- 
turn in itself was sufficient inducement 
for others to engage in banking, but 
there was another motive. The closed 
character of the ownership of the bank’s 
stock and its board membership gave 
rise to an opposition group among the 
merchants. Quaker businessmen in Phila- 
delphia were excluded from bank pro- 
prietorship and claimed that the direc- 
tors’ partiality to insiders prevented 
them from obtaining bank loans. 

Their demands evidently compelled 
the Bank of North America to issue more 
shares. Meeting on January 12, 1784, 
stockholders agreed to sell one thousand 
additional shares at $500 each (although 
the par value of the original shares was 
$400) and to treat the new and the old 
shares as equal.‘ If we can judge by what 
Thomas Willing, the president of the 
bank, wrote William Bingham, his son- 
in-law, before the stockholders’ meeting, 
the subscription was intended only for 


outsiders during the first six months: 
“... you'll be excluded as well as my- 
self from any more shares before the 1st 
Aug. next....unless you get some 
other person to act for you in the Mat- 
ter.”’> But when the sale of the new 


3 Lawrence Lewis, Jr., A History of the Bank of 
North America (Philadelphia: Lippincott, 1882), p. 
152. 

4 Bank of North America stock was closely held 
in 1783 by wartime associates of Robert Morris— 
largely non-Quaker businessmen related by marriage 
to the Willing family—and non-Pennsylvanian 
capitalists. The directors were wellborn and wealthy, 
with common religious, social, and business interests 
(R. A. East, Business Enterprise in the American 
Revolutionary Era [New York: Columbia University 
Press, 1938], p. 290). “It is notorious,”” Gouverneur 
Morris, a bank supporter, wrote, “that if the direc- 
tors had not been under compulsion, they would not 
have extended the subscription beyond the first four 
hundred thousand dollars” (Jared Sparks, Life of 
Gouverneur Morris [Boston: Gray & Bowen, 1832], 
III, 462). Pennsyloania Gaselie, January 21, 1784, 
reported the stockholders’ meeting on January 12, 
1784. 
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shares started, they were offered to stock- 
holders as well as to the general public. 

The terms of the proposed increase in 
the bank’s capital did not cancel plans, 
announced nine days after the stock- 
holders’ meeting, for a new institution, 
to be known as the Bank of Pennsyl- 
vania. Shares were priced at 400 Spanish 
milled dollars. On February 5, when 
seven hundred shares had been sub- 
scribed and apparently paid for,® the 
holders elected a board of directors, com- 
posed mainly of Quaker merchants whom 
the opposition press satirically dubbed 
“rigid Presbyterians,” “unshaken Quak- 
ers,” and “furious Tories.’”’? On February 
10 the subscribers applied to the Assem- 
bly for a charter, and the petition was 
favorably received by the committee to 
which the matter was referred. When the 
legislature tabled a request of February 
26 by the Bank of North America to be 
heard in opposition to the new charter, 
and two days later appointed a commit- 
tee to bring in a bill,® the bank hastily 
called a stockholders’ meeting for March r. 

5 Willing to Bingham, November 29, 1783, “Pro- 
vincial Delegates,” V, 17, in the Historical Society 
of Pennsylvania. 

6 Pennsyluania Gaselte, January 21, 1784; Free- 
man’s Journal, February 11, 1784. 

7 Quoted from the New York Journal, March 18, 
1784, by East (op. cit., p. 291, n. 24). 


8 Journal of the Assembly, VIII, 54, 123-24, 
156-57. 

Incorporation was not at this time a statutory 
requirement for banks in Pennsylvania. Why, then, 
did the promoters of the Bank of Pennsylvania seek 
a charter? We may conjecture that they sought to 
place the proposed new institution on the same 
footing as the Bank of North America with respect, 
for example, to its expectancy of unlimited life and 
its capacity for suing and being sued and for holding 
and transmitting property. 

The strenuous efforts of the Bank of North 
America to defend its charter against revision by the 
unfriendly legislature of 1784-86 and to regain it 
upon its repeal in September, 1785, indicate the 
value placed on legal incorporation. See Matthew 
Carey, Debates and Proceedings of the General As- 
sembly of Pennsyloania, on the Memorials Praying 6 
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The meeting passed a resolution in- 
creasing the amount of the new subscrip- 
tion from one thousand to four thousand 
shares and reducing the price to $400. 
Those who had subscribed to five hun- 
dred shares at $500 per share were to be 
refunded the difference. In a statement 
to the public—signed by Willing; James 
Wilson, counsel; Thomas FitzSimons and 
Gouverneur Morris, stockholders—the 
original advance in the price of the shares 
was defended. It was claimed that the 
price was now reduced not out of private 
considerations but in the public interest, 
since a new bank would injure com- 
merce.° 

The bank’s revised stock offer ap- 
peased the discontented merchants who 
had planned forming a rival institution. 
On March 16, when the bill creating the 
Bank of Pennsylvania was reached, its 
directors obtained leave to withdraw 
their application for a charter.’ The gen- 
eral subscription to the Bank of North 
America was so well received that by the 
end of March its capital, though less than 
half of the possible $2 million, had more 
than doubled. One hundred and thirty 
new stockholders subscribed six hun- 


Repeal or Sus pension of the Law Annulling the Charter 
of the Bank (Philadelphia: Seddon & Pritchard, 
1786), passim. 

Oscar Handlin and Mary F. Handlin have shown 
(“Origins of the American Corporation,” Journal of 
Economic History, V, 1-23) that, at its origin in 
Massachusetts, the business corporation was not 
characterized by the attributes it later acquired: 
unique economic efficiency, limited liability, and 
perpetual freedom from state interference. They 
argue that the corporation was conceived as an 
agency of government, designed to serve a social 
function for the state, and therefore was used in 
the organization of business activities determined by 
the community, not the enterprising capitalist—e.g., 
turnpikes, not trade; banks, not land speculations. 
The applicability of this interesting thesis to the use 
of the corporate form in Pennsylvania requires 
special study. 

* Pennsyloania Gaselte, March 3, 1784. 

** Journal of the Assembly, VIII, 186. 
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dred shares; the rest were taken by old 
stockholders or those who had subscribed 
before March 1." 

The Bank of North America’s anxiety 
about the scheme to establish another 
bank cannot be explained simply in 
terms of the supposed effects that sharing 
the market would have on its profits, al- 
though that apprehension was undoubt- 
edly at the root of its opposition. It also 
feared for its specie holdings. Subscribers 
to the proposed Bank of Pennsylvania 
could pay for their shares with specie in 
general circulation or with Bank of North 
America notes. Most of them had chosen 
the latter. As its notes were at once pre- 
sented for redemption, the Bank of 
North America was drained of gold and 
silver. William Seton, the cashier of the 
proposed Bank of New York, who was 
visiting in Philadelphia, wrote to Alex- 
ander Hamilton on March 27: “Gold and 
silver had been extracted in such 
amounts that discounting was stopped, 
and for this fortnight past not any busi- 
ness had been done at the bank this way. 
.... Therefore, for the safety of the 
community at large, it became absolutely 
necessary to drop the idea of a new bank, 
and to join hand in hand to relieve the 
old bank from the shock it had re- 
ceived.” 

Hamilton, who had originally favored 
the incorporation of the Bank of Penn- 
sylvania, now saw the competition in a 
different light. He wrote Gouverneur 
Morris: “I had no doubt that it was 
against the interests of the proprietors; 
but, on a superficial view, I perceived 
benefits to the community, which, on a 
more close inspection, I found were not 


*! Directors’ Minutes, March 1, 1792, “Bank of 
North America Papers” in the Historical Society of 
Pennsylvania. 

J. C. Hamilton, ed., The Works of Alexander 
Hamilton (New York: J. C. Trow, 1850-51), I, 417. 
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real.’*3 Robert Morris, concluding that 
there was not enough capital in the coun- 
try to support several banks, wrote Jef- 
ferson on April 8, 1784: “The establish- 
ment of so many banks, instead of aiding 
credits and facilitating operations, will 
for some time to come have a contrary 
effect, and it is not without great dif- 
ficulty that they will each collect a capi- 
tal sufficient to support its own opera- 
tions. The struggle to get such capital 
places these institutions in a degree of 
opposition to each other injurious to 
them all.’’"4 

At the time Morris was writing, ex- 
ports of specie exceeded imports, owing 
to an unfavorable balance of trade and 
the payment of the claims of English 
creditors for debts contracted before the 
war." The consequent tightening of the 
specie supply seemed to confirm his 
gloomy foreboding that the creation of a 
new bank would lead to disaster. But he 
knew, as he indicated two years later, 
that the flow of specie from this country 
would soon be reversed.” When the bal- 
ance of international payments shifted in 


13 Hamilton to FitzSimons, March 21, 1784; to 
Morris, April 4, 1784, Hamilton, I, 416, 418. The 
switch in Hamilton’s views may be judged from a 
letter he wrote William Seton under date of January 
18, 1791, regarding a projected rival to the Bank of 
New York. “’Tis impossible but that three great 
banks in one city must raise such a mass of artificia] 
credit as must endanger everyone of them, and do 
harm in every view.”’ He was sure that the combined 
force of the Bank of New York and the Bank of the 
United States branch would “remove the excrescence 
which has just appeared.” 

It seems strange that a man with Hamilton’s 
aggressive business instincts should have assumed 
that businessmen would go to a new bank for addi- 
tional credit for speculative purposes only. Such a 
view could more easily be ascribed to Jefferson. 


+4 Jared Sparks, ed., The Diplomatic Correspond- 
ence of the American Revolution (Boston: Nathan 
Hall and Gray & Bowen, 1830), XII, 485. 

*$Pelatiah Webster, Political Essays (Phila- 
delphia: Joseph Crukshank, 1791), p. 267, n. 448. 


** Carey, op. cit., pp. 82 and 89. 
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our favor, gold and silver were bound to 
become more generally available. Mor- 
ris’ argument against a new bank had at 
best only temporary cogency. 

A real fallacy was his assumption that 
a new bank could obtain specie for its 
reserve only from the vaults of the pre- 
existing institution. He ignored the fact 
that only a fraction of the country’s 
specie was held by the Bank of North 
America; that if a rival drew on its re- 
serve, it could hope that its holdings 
would be replenished by deposits of gold 
and silver in the public’s possession." 

Had the Bank of Pennsylvania’s capi- 


17 Pelatiah Webster estimated the country’s 
specie stock in 1780 to be $10 million. There were 
large accessions from 1780 until some time in 1783, 
due to expenditures by foreign troops, the French 
loans, and the profitable trade with the Spanish 
Islands. See Political Essays, p. 267 n. 

Brissot de Warville wrote of Pennsylvania: “It 
was from their farms that the American and French 
armies were principally supplied during the last war; 
it was from their produce that came those millions 
of dollars brought from the Havanna after the year 
1780—millions which laid the foundation of the 
Bank of North America, and supported the Ameri- 
can army tilkthe peace” (New Travels in the United 
States of America Performed in 1788 (London: Jor- 
dan, 1792], p. 336). See also W. G. Sumner, The 
Financier and the Finances of the American Revolu- 
tion (New York: Dodd, Mead, 1892), I, 99-100. 

When the bank was opened, the United States 
subscribed $254,000 in specie; other stockholders, 
$70,000; but it is not clear how this amount was 
paid. Thomas Paine refers to a transfer of subscrip- 
tions from the Pennsylvania Bank of 1780—which 
functioned for a year and a half apparently as a 
government purchasing agency rather than as @ 
bank—to the Bank of North America. Individual 
subscriptions to the latter institution may have con- 
sisted of bills of exchange, drawn on the Ministers of 
the United States in Europe in favor of the directors 
of the Pennsylvania Bank—not of specie. See Carey, 
op. cit., p. 48; M. D. Conway, The Writings of 
Thomas Paine (New York: Putnam, 1894-96), 1, 
153; W. M. Gouge, A Short History of Paper Money 
and Banking in the United States (Philadelphia: 
T. W: Ustick, 1833), pp. 34-35. 

At the end of 1793, the first date for which a 
figure exists, the Bank of North America held 
$462,000 in coin and specie. End-of-year figures for 
1794-1810 were considerably lower, ranging from 
$102,000 to $312,000. See “Bank of North America 
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tal consisted entirely of Bank of North 
America notes and had there been no 
transfer to it of specie held by the public 
in strong boxes, the Bank of North 
America might indeed have suffered by 
the redistribution of its holdings."* But if 
we assume that the credit supply would 
have been more rationally distributed 
when two banks instead of one were in 
operation, the community might have 
benefited from the opening of a second 
bank even if it added no specie to the 
amount already in vault and the total 
credit supply remained unchanged. 

The proposition against competitive 
banking generally, as stated by Morris, 
seems indefensible. Specie kept in strong 
boxes would have found its way to the 
new bank, presumably just as it did to 
the older bank when it increased its capi- 
tal. If enough capital could not be 
scraped together for two banks, as Mor- 
ris asserted, it is difficult to understand 
how the subscription of the older bank 
was doubled.*® 

In short, the crux of the Bank of 


"8 The effect would, however, have been mitigated 
(if we take for granted that Bank of North America 
loans did not exhaust the demand) by the possibility 
of further expansion of bank credit on the given 
specie base. Erick Bollmann (Paragraphs on Banks 
[Philadelphia: C. & A. Conrad, 1811], p. 38) pointed 
out, on the other hand, that two banks doing the 
same amount of business formerly done by one might 
require larger specie holdings than a single bank: 
“The most favorable situation of a bank therefore 
would be to be the only one in the country and to 
have for customers all the merchants in it, because 
then all payments would be made in checks on the 
same bank and the call for notes would be extremely 
limited... . . As banks increase the custom natural- 
ly divides, which tends, as we have seen, to cause an 
issue of more paper and though this operates both 
ways, putting one bank as often in possession of the 
paper of the other banks as its own is held by them— 
yet it admits of fluctuation and prudence will re- 
quire to be prepared with a greater quantity of 
specie.” 

"The new capital was doubtless only partly 
paid in specie. But Morris did not decry the en- 
largement of the bank’s capital. 


North America’s opposition to a poten- 
tial competitor was concern over its 
specie holdings, but, had its relations 
with the Bank of Pennsylvania been 
amicable, an agreement would have been 
reached at the outset concerning the ac- 
ceptance of each other’s notes. And the 
run on the Bank of North America for 
specie, described by Seton, might have 
been avoided. 


II 


During the decade 1784-93 the Bank 
of North America modified its attitude. 
On its own initiative it established good 
relations with out-of-state banks and 
submitted, willingly or unwillingly, to 
the authority of the Bank of the United 
States. And when the legislature char- 
tered a second bank in 1793, the Bank of 
North America discovered that its opera- 
tions were not crippled. 

At the same time that it was resisting 
local bank competition, it was encourag- 
ing the founding of banks outside Penn- 
sylvania. To help Boston merchants who 
proposed opening the Bank of Massa- 
chusetts, Willing in January, 1784, de- 
scribed his experience in running his 
bank. In March, Seton went to Phila- 
delphia bearing a letter of introduction 
from Hamilton to FitzSimons, requesting 
his advice concerning the operation of a 
bank.?° 

Thus, while the management of the 
Bank of North America looked upon an- 
other bank in Philadelphia as an inter- 
loper, it tolerated banks outside the 
state, even admitting that they might be 
useful: first, because subscriptions to a 
bank in Boston or New York were not 
likely to be paid for in Philadelphia bank 

2° Willing’s letter, dated January 6, 1784, to 
“Messrs. Wm. Phillips, Isaac Smith, Jona. Mason, 
Thos. Russell, J. Lowell, S. Higginson of Boston” 


(“Bank of North America Papers”). See Hamilton to 
FitzSimons, March 21, 1784, Hamilton, I, 416. 











notes that would recoil on the issuer; sec- 
ond, the banks would operate within 
their own local markets, without affect- 
ing the demand for and supply of loans in 
Philadelphia; third, they would accom- 
modate Bank of North America custom- 
ers who had payments or collections to 
make in their vicinity.“ In contrast to 
its behavior toward a newcomer in 
Philadelphia, the Bank of North Amer- 
ica’s relations with banks in other cities 
were exemplary. 

The smooth course of the organization 
of the Bank of the United States in 1791 
afforded other evidence of how har- 
moniously the situation might have been 
managed in Philadelphia in 1784. By 
opening the subscription books for the 
national bank, the Bank of North Amer- 
ica surprised the skeptics who expected 
it to be antagonistic; Willing was one of 
the commissioners.” Philadelphians sub- 
scribed heavily; some even were dis- 
appointed, so keen was the demand for 
shares.” There must have been repercus- 


**On April 14, 1794, for example, the president 
of the Bank of North America was requested to ar- 
range with the Bank of New York a mutual credit of 
$40,000 “for the accommodation of the respective 
customers of both banks in remitting moneys be- 
tween New York and Philadelphia” (Directors’ 
Minutes, Bank of North America). 


* General Advertiser, June 24, 30, 1791. Pelatiah 
Webster was outraged by Willing’s promotion of a 
rival institution (To the Stockholders of the Bank of 
North America by a Citizen of Philadelphia [Phila- 
delphia: Joseph Crukshank, 1791]), passim. 


#3 Hamilton had discussed converting the Bank 
of North America into a national bank (Report on a 
National Bank . . . . Treasury Department, December 
13, 1790 [60th Cong., 1st sess., Senate Doc. 379]) as 
an alternative to forming the Bank of the United 
States. The Bank of North America showed no 
interest in Hamilton’s suggestion. See Fisher Ames 
to Hamilton, July 31, 1791, Hamilton, V, 473. 

Bingham may have planted the proposals con- 
cerning conversion of the state into a national bank. 
See J. O. Wettereau, “Letters from Two Business 
Men to Alexander Hamilton on Federal Fiscal 
Policy, Nov. 1789,”’ Journal of Economic and Busi- 
ness History, III, 681-82. Bingham was uneasy lest 
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sions on the specie holdings of the Bank 
of North America, but when Willing was 
chosen to head the national bank, it be- 
came obvious that a modus vivendi would 
be found.** The Bank of the United 
States opened on December 12, 1791. 
On February 6, 1792, the Bank of North 
America adopted a resolution providing 
for a daily exchange of notes with it and 
on March 23 one providing for the ap- 
pointment monthly of a committee of 
three to consult with a similar committee 
from the Bank of the United States, “for 
the purpose of communicating freely 
upon the business of both, as well to pre- 
vent improper interference with each 
other as to promote the accommodation 
of the citizens.’”s 

The attitude of an elder sister institu- 
tion toward a newcomer in the local 
banking field was of crucial importance. 
Its opposition to the proposed Bank of 
Pennsylvania in 1784 had caused a crisis 
in the Bank of North America’s affairs. 
But, because the state bank co-operated, 
all went smoothly when the first Bank of 


the price of his Bank of North America shares decline 
if a national bank entered the field. See M. L. Brown, 
“William Bingham, Eighteenth Century Magnate,” 
Pennsylvania Magasine of History and Biography, 
LI, 405. 

24Only one-quarter of the private subscription 
($8,000,000) to the stock of the Bank of the United 
States had to be paid in specie; the rest was paid in 
stock of the United States. To pay for its subscrip- 
tion ($2,000,000), the United States borrowed from 
the bank. 

An unsigned article (“On Banks,” Gasette of 
the United States, March 10, 1792) repeated the 
orthodox fears respecting bank competition. “A 
new bank produces no new deposits of specie. There 
is not a dollar more money added to the circulation. 
A new bank divides the deposits of specie and of 
course diminishes the advantages of credit. For it is 
manifest that two banks with small capitals will do 
less than one bank with both capitals. Besides the 
ordinary banking risks, each institution is in danger 
from the others.” For the opposite view see R 
“On Banking Companies in the United States,” 
American Museum, XII (September, 1792), 144-45: 


2s Directors’ Minutes, Bank of North America. 
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the United States was organized.” Yet it 
lost some local business as well as the ac- 
counts of the federal government, which 
had been exceedingly profitable. The 
services the Bank of the United States 
rendered the merchant business order 
were acknowledged to be more important 
than any possible loss its competition 
might entail.” 

Whether Bank of North America 
stockholders suffered is problematical. 
The bank paid 133 per cent in 1791, 123 
per cent in 1792, 12 per cent for the next 
six years, and never less than 9 per cent 
as long as the first Bank of the United 
States was in existence.** However, in 
July, 1792, after an exceedingly good 
year, the dividend committee of the 
Bank of North America recommended a 
payment at a lower rate than the bank’s 
financial situation warranted. Taking for 
granted that the competition of the new 
bank would lower profits, it warned that 


* There is, nevertheless, some evidence that in 
the beginning interbank relations were strained. 
Hamilton wrote Seton, August 17, 1792: “Large 
payments into the Bank of North America on ac- 
count of the State of Pennsylvania subscriptions to 
canals, etc., and large calls upon the Bank of the 
United States for the service of government, joined 
to liberal discounts, had produced a considerable 
balance in favor of the Bank of North America which 
rendered it expedient to draw a sum of specie from 
New York, not to leave the National Bank in any 
degree in the power of the Bank of North America, 
which once manifested a very mischievous disposi- 
tion, that was afterwards repaid by acts of kindness 
and generosity”’ (Hamilton, V, 521). 


**The Bank of North America’s operations de- 
clined considerably between 1791 and 1792, accord- 
ing to year-end reports. But the rate of dividends 
was relatively unaffected. In 1792 the par value of 
the bank’s outstanding stock was only $742,800, 
compared with $946,800 seven years before. The 
difference represented stock bought in at one time 
or another. See Directors’ Minutes, March 1, 1792. 


1791 1792 


($000's) 
NS oc cnidicodn 2,557 1,772 
Circulation.......... 1,000 $31 
SE sé scaccades 1,203 os3 


* Lewis, op. cit., p. 152. 


another dividend at a high rate might 
raise false hopes which would have to be 
dashed. But the committee had an ul- 
terior motive in urging a low rate: “An- 
other probable consequence of two suc- 
cessive high dividends deserves consider- 
ation; would it not be likely to induce 
others to engage in a business that 
yielded so large a profit, and if the Legis- 
lature of the State had an advantageous 
offer made to them, would they not be 
likely to grant another charter?’”*® Pre- 
venting the creation of a new bank meant 
holding the legislature as well as the 
commercial elements in the community 
at bay. 

At this time a Treasury surplus chal- 
lenged the attention of Pennsylvania 
state authorities. After the entire public 
debt had been liquidated from the pro- 
ceeds of sales of public lands and paid-up 
back taxes, a tidy sum remained unap- 
propriated. The high dividends paid on 
bank stock attracted notice in political 
quarters. Governor Mifflin on August 13, 
1792, proposed to subscribe, on behalf of 
the commonwealth, to a substantial 
quantity of Bank of North America 
stock.*® On January 29, 1793, the stock- 
holders agreed to admit the state on 
terms to be set by a committee to be ap- 
pointed to confer with the governor.™ Its 
offer seems to have been a $750,000 sub- 
scription at the rate of $400 for each 
share, half to be borrowed from the 
bank.” 

9 Directors’ Minutes, Bank of North America, 
July 2, 1792. 

3x°An Act of April 10, 1792 (Pennsyloania 
Statutes: Laws Passed 1791-92, chap. Ixxvi), em- 
powered the governor to apply certain moneys “in 
the procuring of shares in the Bank of North 


America for the use of this Commonwealth, pro- 
vided the same may be obtainable at par.” 


3! Senate Journal 1792-93, pp. 90-91; Stock- 
holders’ Minutes. 


» Senate Journal 1792-93, pp. 180-81; Anthony 
Morris (a director of the Bank of North America, 
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The negotiations were unsuccessful. 
Merchants, perhaps because they were 
dissatisfied with their accommodation at 
the Bank of North America and the 
Bank of the United States, seized on the 
political circumstance of the state’s 
search for an investment for its surplus 
to promote a bank.*? The state struck a 
bargain with the new institution, the 
Bank of Pennsylvania, which it incor- 
porated for twenty years on March 30 
and used thereafter as its fiscal agent. 
To the bank’s authorized capital of $3 
million the governor subscribed $1 mil- 
lion on behalf of the state, paying part 
with public stock of the federal govern- 
ment owned by the state at the value 
fixed by the legislature; part in specie; 
and the rest with the proceeds of a 
$250,000 loan from the bank.*4 


1800-1808) made this proposal in a bill he read in 
the Senate after moving to postpone the House bill 
incorporating the Sank of Pennsylvania. 


33 While the older banks financed principally mer- 
chants engaged in foreign trade, the customers of 
the Bank of Pennsylvania were described as chiefly 
retail shopkeepers. See Henry Adams, The Writings 
of Albert Gallatin (Philadelphia: Lippincott, 1879), 
I, 80. Thomas Leiper, the tobacconist, was dissatis- 
fied with the accommodation he received at the 
Bank of the United States and transferred his busi- 
ness to the Bank of Pennsylvania, of which he be- 
came a director. Cf. a speech by James Lloyd, 
United States Senator from Massachusetts, Annals 
of Congress, XXII (11th Cong., 3d sess., Senate), 
165. 


34 House Journal 1792-93, pp. 142, 156-57; 
Pennsylvania Statutes: Laws Passed 1792-93: Act of 
March 30, 1793, chap. xxix, sec. xi; Senate Journal 
1793-94) P- 44- 

A select committee of the Senate noted in 1809: 
“The object of the legislature in the establishment of 
this bank was to promote the regular, permanent 
and successful operation of the finances of the state, 
so as to be productive of benefit to trade and indus- 
try in general” (Senate Journal 1809-10), p. 67. 
Henry Adams quotes Gallatin: “The apprehension 
that this (the surplus) would be squandered by the 
Legislature was the principal inducement for 
chartering the Bank of Pennsylvania” (The Life of 
Albert Gallatin [New York: Peter Smith, 1943], p. 
86). Gasette of the United States (March 9, 1793) 
published the following rhyme of opposition: 





Possibly in deference to the view that 
a competitor would impair the profitabil- 
ity of the Bank of North America, the 
Bank of Pennsylvania’s charter stipu- 
lated that two thousand shares at $400 
each should be set aside for Bank of 
North America stockholders, if they de- 
cided to relinquish their charter within 
three months after it was granted. The 
Bank of North America turned down this 
suggestion; evidently a year and a half’s 
profitable operation alongside the Bank 
of the United States had changed its 
views on competitive banking.** It had 
no cause to regret the decision to retain 
its identity. “It appears . . . . that estab- 
lishment of the Bank of Pennsylvania 
hath not upon the whole lessened the busi- 
ness, but hath increased it in several de- 
partments,” reported a committee ap- 
pointed by the directors of the Bank of 
North America to examine the possibility 
of reducing the staff.*° 

There is no evidence that the Bank of 


“ANOTHER BANK 


“The State, in cash ’tis said abounds, 
To th’ amount of many thousand pounds; 
Snug in the banks the treasure lies— 

A sure defence should dangers rise; 
For while ’tis hid from public view, 

It mocks the grasping, scheming crew; 
But cunning now exerts its springs, 
To give the dormant eagles wings; 
Hence a new banking plan is form’d, 
And soon the bolted vaults are storm’d, 
On paper plumes they mount the air, 
And fly—the Lord alone knows where; 
Meantime the Sharks of speculation, 
Laugh at the sages of the Nation!” 


35 Stockholders’ Minutes, Bank of North 
America, May 28, 1793; Senate Journal 1809-10, pp. 
67-80. In Baltimore in 1795 a proposal to establish 
a new bank was also coupled with a clause providing 
for the consolidation of the Bank of Maryland with 
the new institution, if both parties consented. The 
clause was not accepted, and the Bank of Baltimore 
was chartered as an entirely separate institution. 
See A. C. Bryan, History of State Banking in Mary- 
land (Baltimore: Johns Hopkins Press, 1899), PP- 
20-21. 


3* Directors’ Minutes, June 2, 1794. 





19) 








at 
il- 


rth 
Dp. 
ish 
ing 
ith 
“he 
ore 
on. 
ry- 
Dp- 





COMPETITIVE BANKING IN PHILADELPHIA, 1782-1809 425 


North America and the Bank of Pennsyl- 
vania did not get on well. The Bank of 
the United States also established friend- 
ly relations with the new bank, including 
it in the arrangement for the daily settle- 
ment and exchange of notes. A joint com- 
mittee of the three banks, meeting on 
March 2, 1797, adopted the rule that 
“after March 31, all bills made payable 
at sight or on demand must be paid on 
the same day they are presented” and 
agreed that no bank would discount a 
note from which the qualifications “with- 
out defalcation” or “without set-off” 
were omitted. Joint action was proposed 
in June when the Bank of North America 
appointed a committee to meet with 
committees which the Bank of the 
United States and the Bank of Pennsyl- 
vania might appoint “to attend to the 
bill depending before the House of Rep- 
resentatives of the United States for 
levying a stamp duty and to report their 
opinion thereon.”” Committees from the 
three banks conferred again in May, 
1799, on “the prevailing distress of the 
mercantile interests of this city.’’37 


The older institutions probably could 
not risk harassing a rival with which the 
state was identified ; moreover, they were 
no doubt learning that mutual trust was 
a sine qua non of a successful banking 
community. The regularization of inter- 
bank relations was a prerequisite to the 
expansion of credit merchants required 
for the carrying trade. Mercantile houses 
combining importing and exporting mul- 
tiplied as the Napoleonic wars, until the 
embargo period, opened business oppor- 
tunities for Americans. The shipment of 
colonial produce to the several belliger- 
ent mother-countries—as well as its pur- 


#7 J. T. Holdsworth, The First Bank of the United 
States (Washington: Government Printing Office, 
1910), p. 41; Directors’ Minutes, Bank of North 
America, March 2, June 26, 1797; May 16, 1799. 


chase for their own account in the 
French, Spanish, and Dutch colonies— 
engaged the energies of a growing mer- 
chant class. American firms also im- 
ported European manufactures, espe- 
cially British, and the manufactures and 
produce of the East Indies and China for 
re-export to the West Indies, the Spanish 
colonies in South America, and Europe. 
They got the British products on long- 
term credits but—in order to purchase 
ships and domestic produce and also to 
speculate in land and securities—had to 
borrow from American banks.** 


Without an effective banking com- 
munity, ambitious businessmen during 
the Napoleonic era would not have been 
able to go so far as they did. Interbank 
claims were inevitable; and the merchant 
business order could not thrive unless 
banks trusted one another. City banks, 
not only in Philadelphia but also in other 
coastal cities where merchants organized 
banks to further their business interests, 
had to accept and adapt themselves to 
competitive banking. Their compliance 
was reluctant. Despite the experience af- 
forded by the formation of the Bank of 
the United States and the Bank of Penn- 
sylvania, “Civis” noted in the Aurora 
General Advertiser on December 21, 1801: 
“On the propriety of establishing a bank- 
ing house there exist various sentiments; 
without at present hazarding an opinion 
upon it, I can venture to say, that the 
banks now in this city will not approve 
the establishment. From this quarter 
there will presumably proceed the great- 
est opposition.” 

38Adam Seybert, Statistical Annals (Phila- 
delphia: T. Dobson & Son, 1818), p. 60; “Minutes 
of Evidence . . . . respecting the Orders in Council,” 
Parliamentary Papers, 1808, X, No. 119, 2, 3, 9) 
15, 35, 48, 143; Alexander Baring Ashburton, An 
Inquiry into the Causes and Consequences of the Orders 
in Council (2d ed.; London: J. M. Richardson, 1808), 
p. 62. 
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Ill 


When the Philadelphia Bank began 
operations as an unincorporated associa- 
tion in September, 1803, the wisdom its 
predecessors had acquired in interbank 
relations was put to the test. Merchants 
who had gone into business for them- 
selves after the start of the Napoleonic 
wars, and who claimed that they were be- 
ing unfairly treated by the banks, had a 
prominent share in the new institution’s 
organization. Designed to appeal to men 
of smaller means than those who had 
invested in the older banks and were 
their customers, its shares were priced at 
$100. The strength of investors’ demands 
may be gauged from the ease with which 
the new bank accumulated capital. By 
December 31, 1803, $1 million was fully 
paid in.*? 

To avoid antagonizing other banks in 
the city the Philadelphia Bank received 
and paid out their notes along with its 
own. Yet the other banks refused to 
reciprocate.*° On September 21 the board 
of directors of the Philadelphia Bank 
resolved: “That so long as the Banks of 
the United States, Pennsylvania, and 

3° House Journal 1803-4, p. 258; Stephen N. 
Winslow, Biographies of Successful Philadel phia Mer- 
chants (Philadelphia: James K. Simon, 1864), pp. 
167-69; Abraham Ritter, Philadelphia and Her 
Merchants (Philadelphia, 1860), pp. 49, 70; Observa- 
tions on the Principles and Operation of Banking with 
Strictures on the Opposition to the Bank of Phila- 
delphia by Anti-Monopoly (Philadelphia, 1804). 


4° Joel Cook, The Philadelphia National Bank: A 
Century's Record, 1803-1903, by a Stockholder (Phila- 
delphia: W. H. Fell, 1903), p. 23. 

An analogous situation developed in New York. 
For fifteen years the Bank of New York had no rival. 
When the Manhattan Company was incorporated, 
ostensibly to supply water to the City of New York 
but in reality to carry on a banking business, the 
directors of the Bank of New York at a special 
meeting on August 22, 1799, resolved not to accept 
its notes. The resolution was rescinded on April 15, 
1800. See H. W. Domett, A History of the Bank of 
New York (New York: G. P. Putnam’s Sons, 1884), 
pp. 57-58. The Bank of New York must have 
learned that an aggressor was no more immune to 
attack than its victim. 





North America continue to refuse the 
notes of this Bank, that the Cashier ap. 
ply every day to the said Banks for 
Specie in exchange for such of their notes 
as may be on hand in this Bank.’’* This 
retaliation brought to heel all except the 
Bank of Pennsylvania, which continued 
prey to the fears that had exercised the 
Bank of North America a decade earlier. 
“Anti-Monopoly” wrote: “That the 
Pennsylvania Bank is opposed to the 
policy and prosperity of Pennsylvania is 
obvious—for though they have refused 
the paper of the Philadelphia Bank, the 
Banks of Boston, Hartford, New York, 
Baltimore, Delaware, and Alexandria 
accept them—and their acceptance was 
voluntary. Jealousy and the spirit of 
monopoly of the Pennsylvania Bank op- 
poses the credit of citizens of Phila- 
delphia.”* Before its quarters offered 
suitable protection, the Philadelphia 
Bank had placed a box of money for safe- 
keeping in the Bank of Pennsylvania. As 
a rebuke to the latter it now moved the 
box to the Bank of the United States and 
ordered Bank of Pennsylvania notes to 
be presented for redemption immediately 
upon their receipt. 

In this atmosphere of uncertain ac- 
ceptance by the local banking fraternity, 
the Philadelphia Bank applied to the leg- 
islature for a charter on December 13.” 
This action put the state in a dilemma: 
as a stockholder in the Bank of Pennsyl- 
vania, its interests presumably coincided 
with those of the private investors in the 
bank, but as arbiter of the public welfare, 

“ Cook, op. cit., p. 30. 

# Observations . .. . , p. 15. Because street money 
rates declined as bank loans increased, the author 


claimed that usurers were among the most violent 
opponents of the new bank. 

“In Baltimore the atmosphere was similarly 
hostile to the formation of the third city bank. The 
application of the Union Bank for a charter from 
Maryland in 1804 was bitterly opposed by the 
Bank of Maryland and the Bank of Baltimore. 
Bryan, op. cit., pp. 23-24. 
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it had to consider the views of the pro- 
motors of the Philadelphia Bank. These 
conflicted with the ambitions of Bank of 
Pennsylvania stockholders. The contra- 
dictions implicit in the state’s position 
were stated in a resolution read in the 
House at a later date: 

Whereas, the intimate connexion and union 
of pecuniary interests between a government 
and great monied institutions, tends to create 
an influence, partial to the latter and highly 
injurious to the former. It being the duty of 
government to consult the general will and pro- 
vide for the good of all, embarrassments must 
frequently be thrown in the way of the perform- 
ance of this duty, when the government is 
coupled in interest with institutions whose 
rights are founded in monopoly, and whose 
prosperity depends on the exclusion and sup- 
pression of similar institutions. The government 
in such cases becomes identified with these 
establishments, and the means of promoting 
and extending commerce, manufactures and 
agriculture equally over the whole state for the 
general good are too often lost sight of by this 
dangerous and unnatural union. 


In resolution of these conflicting inter- 
ests a committee appointed by the 
Philadelphia Bank’s stockholders made 
various proposals to compensate the 
state for the charter: to pay $15,000 out- 
right for a ten-year charter or $20,000 for 
a fourteen-year charter. For a fourteen- 
year charter it offered alternative terms: 
The bank would agree to lend the state 
$100,000 for three years, without inter- 
est, “on condition that if the legislature 
should, at any time hereafter, impose a 
tax on banks, that the interest so re- 
mitted should be considered as a set off 
against any tax which the legislature 
might be disposed to lay on this institu- 
tion.” Finally, it suggested that the leg- 
islature authorize a $500,000 subscrip- 
tion to its stock, payable in Bank of 

“ House Journal 1812-13, p. 193. The resolution, 
which was defeated, proposed either to sell the 
state’s stockholdings in incorporated banks, the 
Teceipts to be lent to the federal government, or to 
transfer the stock to it on terms agreed upon. 





Pennsylvania stock held by the state, at 
par, on the transfer of which the Phila- 
delphia Bank would pay by June, 1804, 
$125,000 in specie as a premium.“ 

The House committee, under the 
chairmanship of Adcock, to which the 
Bank of Philadelphia’s petition was re- 
ferred, favored the fourth proposal be- 
cause it contained the largest spot-cash 
offer and did not impair the state’s equity 
in the banking business. Although the 
committee was unwilling to express an 
opinion regarding the ultimate effects of 
the “multiplication of Banks” on the 
general public interest, it approved the 
petition for incorporation.“ 

On December 17, the day after Ad- 
cock’s committee reported, six Bank of 
Pennsylvania directors (including Mat- 
thew Carey) appointed by the legislature 
sent a letter to both houses requesting 
that nothing be done about chartering a 
new bank until a memorial then being 
prepared was laid before them. They as- 
serted that another bank in Philadelphia 
would “materially injure the property of 
the state in the Bank of Pennsylvania, 
and the interest of the community at 
large. We also believe there are no terms 
on which a charter could be granted, that 
would compensate the state for the in- 
jury it would sustain thereby.”*’ The 
memorial duly submitted by the Bank 
of Pennsylvania on December 29 stated: 
“Immense injuries must inevitably arise 
to the institution and the state, should 
the legislature incorporate the said 
bank.’’* 

The House had postponed a second 
reading of the Adcock report but, when 
the Bank of Pennsylvania submitted its 
protest, referred both the report and it to 


4 House Journal 1803-4, pp. 67-68. 

 Ibid., pp. 66-67. 

47 Ibid., pp. 83-84; Senate Journal 1803-4, pp. 
§2-S3- 
* Tbid., p. 71. 











428 ANNA JACOBSON SCHWARTZ 


a new committee, for which Maclay was 
spokesman.*? Aware of the pressure the 
Bank of Pennsylvania was bringing to 
bear on the legislature, the Philadelphia 
Bank revised its four proposals with a 
view to making them more attractive.*° 

The Maclay committee reported on 
January 20 against the incorporation of 
the Philadelphia Bank. It argued that 
more banks would mean smaller profits 
for all and hence reduce the value of the 
state’s investment in the Bank of Penn- 
sylvania. No premium which the Phila- 
delphia Bank might pay for a charter 
could offset this loss. The committee, 
furthermore, was skeptical of the bank’s 
ability to live up to its proposals and 
doubted the accuracy of its valuation of 


49 William Maclay, who served as United States 
Senator from Pennsylvania, 1789-91, was Jeffer- 
sonian in outlook before the party came into exist- 
ence. The Hamiltonian system was exceedingly 
distasteful to him, but his efforts to curb it were 
unsuccessful. A quotation from his diary, dated 
January 1, 1791, reveals his views on banks. “This 
day the Bank [of the United States] bill reported. 
It is totally in vain to oppose this bill. The only 
useful part I can act is to try to make it of some 
benefit to the public, which reaps none from the 
existing banks” (E. S. Maclay, ed., The Journal of 
Maclay (New York: A. & C. Boni, 1927], p. 353). 


5°It added two supplements to each proposal: 
(a) to permit the state to subscribe $300,000, paying 
in at par 6 per cent stock of the United States, then 
selling at a discount; (6) to lend the state not over 
$100,000, whenever required, for the term of its 
charter, at not more than 5 per cent interest. It ad- 
vanced the premium it was prepared to give under 
the fourth proposal (for an exchange of $500,000 of 
Philadelphia Bank stock for Bank of Pennsylvania 
stock) from $125,000 to $166,666.67 and guaranteed 
to pay within six months $100,000 above the par 
value of the Philadelphia Bank stock the state would 
thus acquire, if the legislature should pass a law 
within one year relinquishing the stock. Moreover, 
it suggested that the state have the right to appoint 
directors in proportion to its stockholdings. See 
House Journal 1803-4, pp. 257-58; Senate Journal 
1803-4, p. 273. (The state owned thirteen twenty- 
thirds of Bank of Pennsy!vania stock but had power 
to appoint only six twenty-fifths of the directors. 
When the Philadelphia Bank was finally incorpo- 
rated, the state owned three-thirteenths of its stock 
and was represented by three-elevenths of the di- 
rectors.) 


the various premiums: “Banks already 
chartered ....are fully competent to 
the business of the state and . . . . [their] 
protection, more especially of that one 
where the property of the state is lodged, 
is of more utility . . . . than the charter- 
ing of new ones.”’* 

Having disposed of the Philadelphia 
Bank’s application, the Maclay commit- 
tee indorsed a measure proposed by the 
Bank of Pennsylvania. If the state would 
extend its charter for fourteen years be- 
yond 1813 (the expiration date under the 
act of incorporation), the Bank of Penn- 
sylvania would pay the state $200,000 in 
specie or bank notes.” During this time 
(a) no other bank (except the Bank of 
North America) should be chartered by 
the state; (6) no incorporated association 
with more than ten members in Philadel- 
phia or within the state of Pennsylvania 
should be permitted to carry on banking 
or issue notes; (c) stockholders should be 
personally liable for the debts of an unin- 
corporated company; (d) the Bank of 
Pennsylvania should not be subject to 
taxation. 

The House took no immediate action 
on the Maclay report. In the Senate a 
resolution was introduced on January 24 
to discharge the committee appointed 
December 13 to consider the Philadel- 
phia Bank’s petition.’* The chances for a 
charter looked slim. The stockholders of 
the Philadelphia Bank, however, again 
memorialized the House, presenting 
three rejoinders to the Maclay report: 
(a) the paid-in capital proved that the 
bank was fully capable of carrying out 
any proposals it had made; (0) as its 


5 House Journal 1803-4, p. 252. 

8 Tbid., pp. 260-61. A bill embodying the measure 
proposed by the Bank of Pennsy!vania was printed, 
without authority, to accompany the Maclay re- 
port, and distributed in handbills to members; see 
ibid., pp. 348-52. This minor scandal was, however, 
suppressed. 

53 Senate Journal 1803-4, p. 168. 
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specie holdings equaled its circulation, 
the bank was in a sound condition; (c) 
the bank’s proposals had been misunder- 
stood; it was ready to pay into the state 
treasury $145,000, $154,000, $152,000, or 
$400,667, depending upon which of the 
four proposals was accepted. The stock- 
holders had some additional bait with 
which to tempt the state: “As banks 
must necessarily increase with our grow- 
ing population and industry; we are will- 
ing should the legislature wish that at the 
end of every four years the state may 
subscribe two hundred thousand dollars 
to the Philadelphia bank at par, and dis- 
pose of the same, for the sole emolument 
of the commonwealth.”’s 

On January 27 the House, in commit- 
tee of the whole, reported against the 
Maclay resolution and recommended 
that a committee bring in a bill of incor- 
poration for ten years under the terms of 
the bank’s first proposal. The report was 
adopted fifty to thirty-five, and on Janu- 
ary 31 a bill was introduced and read the 
first time.’ 

In the form in which it was reported 
with amendments by the committee of 
the whole and ultimately adopted, the 
bill required the Philadelphia Bank to 
pay a cash gratuity of $135,000 to the 
state for a ten-year charter; the state was 
privileged to subscribe $300,000 by pay- 
ing that sum in 6 per cent stock of the 
United States (but if the bank should 
fail, the United States stock was to be 
retransferred to the state); the state had 
the right to subscribe an additional 
$200,000 at par at the end of four years 
and a like sum at the end of eight years; 
and, whenever required by the governor, 
the bank was obligated to lend the com- 
monwealth $100,000 at 5 per cent for any 
period not exceeding ten years. 


“ House Journal 1803-4, pp. 285-87. 
“Ibid., pp. 298-300, 304-5, 319. 


When the second reading of the bill 
was reached in the House, the Bank of 
Pennsylvania approached the legislature 
with an offer of a $100,000 interest-free 
loan for one year, to be repaid in 6 per 
cent stock of the United States, at par, 
provided the Philadelphia Bank was not 
granted a charter before the next session 
of the Assembly. Postponement was 
urged to give the Assembly time to make 
inquiries concerning the injury already 
done the Bank of Pennsylvania, which 
would be aggravated by the incorpora- 
tion of a new bank, and to permit the 
representatives to consult their con- 
stituents.” 

The Bank of Pennsylvania’s efforts to 
block the bill in the House were fruitless; 
the bill progressed through its second 
reading uneventfully and was finally 
passed by a vote of forty-five to thirty- 
five.5? 

The Senate ordered a second reading 
of the House bill for February 21. Resi- 
dents of Lancaster borough and county 
presented a petition expressing regret 
that the bill had passed the House: “Re- 
flecting on the extensive interest which 
the state holds in the Bank of Penn- 
sylvania, they cannot too seriously con- 
sider the probable baneful effects of an 
additional chartered Bank at this period, 
on the fiscal concerns of the state and on 
the banking system.”* The next day a 
petition by Lancaster residents favoring 
the chartering of the Philadelphia Bank 
was read. A letter from the Bank of 
Pennsylvania to the legislature con- 
firmed the offer made ten days earlier of 
an interest-free loan for a year and, in ad- 
dition, proposed another scheme to re- 
ward the state if the bill to incorporate 
the Philadelphia Bank was postponed. 


6 Ibid., p. 379; Senate Journal 1803-4, pp. 250- 
SI. 

5? House Journal 1803-4, pp. 387-88, 392, 396. 

58 Senate Journal 1803-4, pp. 249, 257, 269-70. 
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Though the Bank of Pennsylvania cal- 
culated the monetary value of its new 
offer to be $440,000,5° the legislature was 
apparently no more pleased than it had 
been with the offer embodied in the bill 
chartering the Philadelphia Bank; per- 
haps not so much, since the Bank of 
Pennsylvania attached many condi- 
tions.®* Despite attempts to amend the 
House bill, the Senate passed it without 
change by a vote of thirteen to ten.™* The 
legislature thus supported an expanding 
and competitive banking system, which 
existing institutions perforce had to 
accept. 
IV 


Once the Philadelphia Bank had been 
incorporated, opposition to the creation 
of rivals steadily dwindled. Even while it 
lasted, the existing institutions did not 
try to tie the hands of a new bank by ob- 
structive tactics.* Committees appointed 


59 Ibid., pp. 272-74. The Bank of Pennsylvania 
would give the state and permit it to subscribe 
$200,000 at par. The state would make a profit of 
$120,000 by taking advantage of its right to sub- 
scribe a further sum of $300,000, in exchange for 6 
per cent United States stock at par. At the end of one 
year, if the state wanted to sell the stock, the bank 
would purchase it at a 40 per cent increase in price. 
At the end of five years the state would also receive 
$120,000, the estimated excess of payments over par 
from the sale of $300,000 of unsubscribed stock. 


6° With one addition, the conditions were the 
same as those the Maclay committee had reported 
and indorsed. The bank now further demanded the 
return of $200,000 of the state’s stock, at par, should 
the legislature grant another charter for a bank be- 
fore 1827; see ibid., p. 274. 


% Jbid., pp. 277-84, 287-89. 


® The notes of the private bank which Stephen 
Girard founded in Philadelphia in May, 1812, with a 
capital of $1,200,000, were at first refused by some 
banks, but opposition collapsed early in 1813. The 
chartered banks were possibly indignant that Girard 
had ceased paying out their notes, as had been his 
practice until his own were printed. Nonacceptance 
of his notes had a basis in law, as the Act of March 
19, 1810, prohibited the issue of bank notes by unin- 
corporated Pennsylvania banks. Government agents 
evidently did not initially accept them, but to 





by each bank conferred upon subjects of 
common interest; e.g., they fixed the 
values at which foreign coins would be 
taken after September, 1804. And by co- 
operative action the banks made possible 
the multiple expansion of credit on a 
given specie base. 

The argument that additional com- 
petition would diminish profits was once 
again advanced in 1807-8 when the 
fourth bank, the Farmers’ and Mechan- 
ics’, appeared on the scene. Unlike the 
older banks, which had been organized 
by merchants predominantly, the Farm- 
ers’ and Mechanics’ Bank was founded 
by a mixed group—merchants, manufac- 
turers, and mechanics.** The older banks 
appealed to the selfish interest of the 
commonwealth itself in their profits in 
the hope that it would deny the new bank 
a charter. The emptiness of the argu- 
ment became obvious when business ex- 
panded—there was enough for all. Thus 
in approving one of seven offers to re- 
munerate the state, together with the 
Farmers’ and Mechanics’ Bank’s petition 
for incorporation, the House committee 
on banks remarked in 1808 that the 
Bank of Pennsylvania was not injured 
by the Philadelphia Bank, nor was either 
of them affected by the operation of the 
Farmers’ and Mechanics’ Bank as an 


Girard’s subscription, exceeding $5 million, to the 
United States loan of 1813, there was a proviso that 
the private bank be placed on the same footing as 
chartered banks in Philadelphia. David Lenox, @ 
trustee of Girard’s bank, who was elected president 
of the Philadelphia Bank in January, 1813, is said to 
have been instrumental in arranging to have Girard’s 
notes honored by the chartered bank. See Stephen 
Simpson, Biography of Stephen Girard (Philadelphia, 
1832), p. 114; K. L. Brown, “Stephen Girard’s 
Bank,” Pennsyloania Magazine of History ané 
Biography, LXVI, 36-42; Cook, op. cit., pp. 55, 58- 


* From then on banks were controlled by and 
offered accommodation to others besides merchants 
in foreign trade. See General Advertiser, February 
11, 12, 16, 1807, and February 3, 1808; James Robin- 
son, The Philadelphia Directory for 1807. 
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unincorporated association.** Moreover, 
the business drawn to banks of adjoining 
states did not reduce their profits. 

The offer of monetary inducements for 
the granting of a charter, which began as 
a voluntary solicitation of the legislature, 
came to be looked upon as a necessary 
accompaniment of a petition for incor- 
poration. The committee reported that, 
since the petitioners sought a charter for 
profit-making purposes, the state had a 
right to require a payment for the privi- 
leges it conferred. 

The rationale of a competitive banking 
system was also elaborated. 

The banking system, being once introduced, 
(its) evils, if they have any real existence, will 
probably find their most effectual remedy in the 
tivalship which an increase of the number of 
banks to a proper extent is calculated to create. 
Se and An extravagant emission of bank paper 
will be prevented by the fear of being called 
upon for specie, and partiality in the distribu- 
tion of loans, destroyed by the anxiety each will 
feel to secure to itself the best customers. And if 
(which no former experience seems to warrant) 
there was real ground to apprehend that a bank 
might, by extending or withholding accom- 
modations, acquire a power over the conduct 
and independence of individuals, the danger 
would, perhaps, be best counteracted by a fair 
competition, depriving the several institutions 
of the ability to command custom, and obliging 
them to merit and attract it by their conduct.*s 


The incorporation of the Farmers’ and 
Mechanics’ Bank by the Act of March 
16, 1809, heralded the coming of a decade 
of unlimited increase in the number of 
Pennsylvania banks. 


V 


Between 1784 and 1809 Philadelphia 
banks moderated their resistance to com- 


* House Journal 1807-8, 1, 194-95. The chairman 
of this committee was John Sergeant, whose legal 
talents were early enlisted in support of banks and 
commercial interests. 


* Ibid., p. 197. 


petition. The oldest successfully opposed 
the formation of any state-chartered 
rival during the first ten years of its ex- 
istence but managed to adjust itself to 
the conditions created by the opening of 
the national bank in 1791 and, two years 
later, of a bank in which the state was the 
largest stockholder. It discovered that it 
could prosper despite, or perhaps with 
the help of, the newcomers. Opposition 
to the charter of additional banks did 
not, however, cease. In 1803-4 it was led 
by the state-supported bank. But ex- 
panding trade proved too strong; by 1809 
the restrictive drive had collapsed. 

The privilege of banking was not to be 
confined to one or two large institutions. 
A competitive unit-banking system 
seemed more desirable both to business- 
men and the state. New bank incorpora- 
tion provided them with profitable in- 
vestment outlets. The state, moreover, 
favored a unit-banking system because 
the grant of a charter served as an oppor- 
tunity to secure a payment for the valu- 
able right conferred. Dissatisfaction on 
the part of groups of businessmen with 
the loan policies of existing institutions 
also encouraged the formation of rival 
banks. 

Increments to the country’s specie 
supply, which the carrying trade yielded, 
reduced the tensions of bank competition 
that Robert Morris and Hamilton had 
pictured. A new bank was a source of 
specie deposits, which extended the basis 
of loans for the whole system, not a 
threat. The issue of monopoly or com- 
petition in commercial banking became 
extinct. 


New York City 


“C. J. Bullock, J. H. Williams, and R. S. 
Tucker, “The Balance of Trade of the United 
States,” Review of Economic Statistics (1919), I, 
215-17. 
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THE KINKY OLIGOPOLY DEMAND CURVE AND RIGID PRICES 


GEORGE J. STIGLER 


was advanced that there exists a 
kink in the demand curve for the 
product of an oligopolist and that 
this kink goes far to explain observed 
price rigidities in oligopolistic industries. 
The theory has rapidly gained wide ac- 
ceptance: many economists give it some 
place in their theoretical system, and 
some economists make it the theory of 


oligopoly price. 


Jr before World War II, the theory 
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The theory is an ingenious rationaliza- 
tion of the price rigidities that were re- 
ported in many statistical studies of 
prices during the thirties, and no doubt 
this explains its popularity. But no one 
so far as I know, has examined in detail 
“Gither the pure theory of the kinky de- 
mand curve or the degree of correspond- 


ence between the price patterns implied 








by the theory and the observed price pat- 





“Terris in oligopolistic industries. These 





two tasks will be undertaken in Parts I 
and II, respectively, of this paper. 
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I. THe Format THEORY 
I. THE RECEIVED THEORY 


The theory of the kinky demand curve 
was advanced independently and almost 
simultaneously by R. L. Hall and C. J. 
Hitch in England and Paul M. Sweezy in 
America.’ The latter’s version will be 
summarized first. 


THE SWEEZY VERSION 


The market situation contemplated by 
Sweezy is one in which rivals will quickly 
match price reductions but only hesitant- 
ly and incompletely (if at all) follow 
price increases. This pattern of expected 
behavior produces a kink at the existing 
price (= p, in Fig. 1) in the demand 
curve for the product of an oligopolist,’ 
and the corresponding marginal revenue 
curve will possess a discontinuity the 
length of which is proportional to the dif- 
ference between the slopes of the upper 
and lower segments of the demand curve 


* Hall and Hitch, “Price Theory and Business 
Behavior,” Oxford Economic Papers, No. 2 (May, 
1930), Pp. 12-45; and Sweezy, “Demand under 
Conditions of Oligopoly,” Journal of Political 
Economy, XLVII (August, 1939), 568-73. 


? The demand curve for the product of an oligopo- 
list can be defined only if the reactions of rivals to 
price changes are khown. The upper branch of the 
demand curve in Fig. 1 represents the quantities 
that consumers will buy from one oligopolist at 
various prices if rival producers set a price of 
po; the lower branch represents the quantities that 
consumers will buy if the rivals charge identical 


prices. This demand curve is objective in the sense , 


market if 
er. Sweezy ap 
pears to view it as subjective because itis hased upon 
beliefs-concerming rivals’ price reactions which may 
have to be revised (although no occasions for re 
vision of beli¢fs ere treated in his article). 
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at the kink.* Sweezy assumes that “the 
marginal cost curve passes between the 
two parts of the marginal revenue 
curve,” so that fluctuations in marginal 
cost are not likely to affect output and 
price. 

He considers also two other possibili- 
ties. An oligopolist may believe that 
secret price cuts will remain secret, in 
which case the demand curve becomes 
elastic throughout and the kink disap- 
pears. Or the oligopolist may be a price 
leader, so that price increases will be fol- 
lowed and the kink again disappears.‘ 

Sweezy assumes that shifts in demand 
will not affect the price at which the kink 
occurs and argues that the results of in- 
creases and decreases of demand are 
asymmetrical : 

1. An increase of demand will make the 
demand curve less elastic in its upper 
branch, since rivals are operating closer 
to capacity,’ and more elastic in the lower 
branch because rivals “are less worried 
about losses in [of?] business.” If mar- 
ginal costs are also shifting upward as 
demand increases, “an increase in de- 
mand is more likely to lead to a price 
increase than to a price cut.” 

3 With reference to Fig. 1, if f(x) is the demand 
curve, x» the output at the kink, and subscripts 


1 and 2 refer to the upper and lower segments of 
the demand curve respectively, 


A-B-= xolf' (xe = O)— f' (xe + 0)) 


-»(2-2 
7 

4 These possibilities, which are obviously mutu- 
ally exclusive, are illustrated in the same diagram 
(Sweezy, op. cit., p. 571, Fig. 2). If the upper 
branch (for the price leader) and the lower branch 
(for the secret price cutter) were nevertheless joined, 
the resulting marginal revenue curve would again 
be discontinuous, but then maximum profits would 
never be secured at the price at which the kink 
arises. 


' SIbid., p. 571. Presumably the rivals’ higher 
rates of production lead them to follow the price in- 
crease (although this reaction causes trouble; see 
below), or, if they maintain prices, the buyers are 
rati¢ned. 


2. A decrease in demand will have the 
converse effects—increased elasticity of 
the upper branch and decreased elas- 
ticity of the lower branch—-so the dis- 
continuity of marginal revenue will be 
increased and the oligopolists will be 
“more anxious than ever’’ to hold to the 
existing price. 

Except where price leaders exist or 
secret price concessions are possible, 
therefore, oligopoly price may rise in 
good times and will not be reduced in bad 
times.° 

THE OXFORD VERSION 

Hall and Hitch conclude, after report- 
ing interviews with some thirty-eight 
entrepreneurs on price policy, that busi- 
nessmen seek prices that cover average 
cost, regardless of marginal revenue and 
marginal cost (which they seldom know).” 
This “full-cost” principle is apparently 
the result of tacit or open collusion, con- 
sideration of long-run demand and costs, 
moral conviction of fairness, and uncer- 
tainty of effects of price increases and 
decreases.’ The particular results of the 
interviews need not be discussed here.* 

* The implications of Sweezy’s theory for price 
rigidity were emphasized by M. Bronfenbrenner in 
“Applications of the Discontinuous Oligopoly 
Demand Curve,” Journal of Political Economy, 
XLVIII (1940), 420-27. 

7 The treatment of entrepreneurial knowledge is 
contradictory. On the one hand, Hall and Hitch 
state that “most of our informants were vague 
about anything so precise as elasticity. .... In 
addition, many, perhaps most, apparently made no 
effort, even implicitly, to estimate elasticities of 
demand ....and of those who do, the majority 
considered the information of little or no relevance 
to the pricing process save perhaps in very excep- 
tional conditions” (Hall and Hitch, op. cit., p. 18). 
But, on the other hand, a majority of the entre- 
preneurs believed that: price cuts would be matched 
and price increases would not be matched by rivals 
(ibid., p. 21, Tables 3 and 4) so they did act rational- 
ly on marginal principles (within a certain frame- 
work). 

8 Several of these factors contradict the existence 
of a kink in the demand curve. 


*The questioning was not persistent and re- 
sourceful, nor were ambiguous answers clarified; 
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The entrepreneur therefore sets a price 
that covers average cost (including 
“profits”) at the expected or some con- 
ventional output (see Fig. 2). Increases 
or decreases of demand will usually shift 
the kink to the right or left and leave 
price unchanged, but there are two ex- 
ceptions to this rule: 

1. If the demand decreases greatly and 
remains small for some time, the price is 
likely to be cut in the hope of maintain- 
ing output. The chief explanation for this 
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price cut is that one rival becomes pan- 
icky and his irrational behavior forces 
the others to cut prices. 

2. If the average cost curves of all firms 
shift by similar amounts, due perhaps to 
changes in factor prices or technology, 
this is “likely to lead to a revaluation of 
the ‘full cost’ price’”’ (ibid., p. 25). How- 
ever, “. . . . there will be no tendency for 
[prices] to fall or rise more than the wage 
and raw material costs” (ibid., p. 32). 

The full-cost principle would suggest 
also that prices will vary inversely with 
output, i.e., that high prices are neces- 


for example, three entrepreneurs did not charge 
more than average cost because “buyers technically 
informed about costs” (ibid., p. 21). Does this mean 
that buyers would otherwise enter into production 
of the article? Why was the same answer not given 
for unwillingness to sell below cost? 
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sary to cover the high average costs of 
small outputs. This price pattern is not 
followed, apparently, because the olli- 
gopolists (1) place a value on price sta- 
bility, (2) are influenced by the kink, and 
(3) wish to “keep plant running as full as 
possible, giving rise to a general feeling in 
favour of price concessions.’’** 


COMPARISON OF THE VERSIONS 


The Sweezy version is a consistent ap- 
plication of the kinky demand curve to 
price determination, without conflicting 
principles to modify its workings. The 
Oxford version embraces also the “full- 
cost” principle (and apparently also the 
“large-output”’ principle), although the 
possibilities of conflict between the two 
are manifold. Hall and Hitch resolve 
some of the conflicts by abandoning the 
kink (e.g., when prices follow production 
costs) and some by abandoning the “full- 
cost” principle (e.g., when entrepreneurs 
do not raise prices in depression). They 
take no account of the difficulties raised 
by differences among the average costs of 
various oligopolists or of many other 
troublesome features of the “full-cost” 
principle. Their thesis that the kink fol- 
lows changes in wage rates and material 
prices implies a degree of collusion—or at 
least such beautiful rapport—among the 
oligopolists that it is hard to see why a 
kink should appear at all (see below). 
Their fluid version can explain any pat- 
tern of prices, and therefore forecast 
none, and accordingly I shall henceforth 
devote primary attention to the Sweezy 
version. 


2. ELABORATION OF THE THEORY 


The discussions of the kinky demand 
curve have been rather laconic. Certain 
implications of the theory must be elabo- 
rated in order to derive specific price pat- 
terns for the subsequent empirical tests. 

*° Tbid., p. 28. 





THE KINKY OLIGOPOLY DEMAND CURVE AND RIGID PRICES 


THE LENGTH OF THE DISCONTINUITY 
IN MARGINAL RE" ENUE 


The length of the discontinuity in mar- 
ginal revenue is proportional to the dif- 
ference between the slopes of the demand 
jcurve on the two sides of the kink. 
| The longer this discontinuity, the great- 
\ er the fluctuations in marginal cost (and 
\= demand, if the kink stays at the 
me price) that are compatible with 
price stability and therefore the greater 
the probability of rigid prices in any in- 
terval of time. Some of the factors that 
affect the length of this discontinuity are: 
a) The number of rivals (of a given de- 
gree of closeness, measured by the cross- 
elasticity of demand).—We should expect 
that a price increase is more likely to be 
followed if there are few rivals than if 
there are many, because the rivals will 
realize that the temporary gains from 
holding down their prices will soon be 
erased. If this is so, the discontinuity will 


be short (in time) or nonexistent when 
there-are few Hivals. The larger the ii- 
ber of rivals, the less likely are they to 
follow one oligopolist’s price increases; 
on the other hand, the less likely are they 
also to match his price reductions, at 
least immediately. It seems probable, 
therefore, that the-discontinuity is long- 
est with_an intermediate number of 
rivals, say, five to ten. 
b) The relative size of rivals (of a given 
degree of closeness).—When one firm (or 
S an inner clique) is dominant in size, it 
? will presumably be the price leader. 
* When this firm increases its price,rivals 
~ are likely to follow (for individually they 
.« can sell as much as they wish at-the-sul- 
, } ing price); when the firm cuts prices the 
* rivals must follow. Hence the dominant 
firm will have no kink in its demand 
curve. The smaller firms cannet raise 
their prices above the leader’s unless he 
is rationing buyers but can shade prices 
without being followed immediately or 
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perhaps at all.“ Again there will be no 
kink 


c) The differences among the rivals’ 
products—The discontinuity will be 
longer, the more homogeneous the prod- 
ucts, because customers will shift more 
rapidly to the low-price firm. 

d) The extent of collusion —Should ex- 
plicit collusion replace the stand-offish 
attitude visualized by the theory, the 
kink will vanish; there is no kink in a 
monopolist’s demand curve. 

Other factors affecting the length of 
the discontinuity in marginal revenue 
could be mentioned, for example, the 
number of buyers.” But these factors do 


These conclusions can also be reached by a 
more mechanical application of kink theory. A 
rise of the dominant firm’s price will so increase 
the demand of each small firm that marginal cost 
will intersect marginal revenue at an output less 
than that at which the kink occurs, so the small 
firm will also increase price. A reduction in price 
by a small firm will decrease the demand for the 
output of the dominant firm by so small an amount 
that probably no price change will be induced. 


™ Fewness of buyers is difficult to fit into the 
kink theory. If few buyers face a competitive supply, 
each will presumably believe that, if he raises his 
buying price, rivals will follow and the quantity 
supplied to him will not increase much; and, if he 
lowers his buying price, rivals will not follow and 
the quantity supplied to him will decrease greatly. 
Hence there will be a kink in the supply curve to 
the firm (which is illustrated by Bronfenbrenner, 
op. cit.). Combining this with oligopoly of sellers, 
presumably both supply and demand curves have 
a kink at the same price, which will be especially 
rigid. 

But the whole argument is very elusive. If one 
buyer offered a higher price to a seller who assumed 
that his rivals would not follow a price increase, the 
seller would of course offer his entire output to the 
buyer, whose supply curve might therefore be ex- 
tremely elastic for higher prices—the opposite of 
the above argument. And, conversely, if one seller 
offered a lower price to one buyer, who assumed 
that his rivals would be unwilling to reduce their 
buying prices, the buyer would snatch at the bar- 
gain so the seller’s demand curve would be elastic 
for lower prices—again the opposite of the above 
argument. The difficulty is that the assumptions 
are inconsistent: if sellers believe that price reduc- 
tions will be matched but price increases wil] not be 
matched and buyers believe the opposite, someone 
is likely to be wrong. 
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not lend themselves to the type of em- 
pirical tests that will be employed in 
Part IT and will not be discussed. 


THE WORKINGS OF THE KINE 


In order to study the workings of the 
kinky demand curve, let us consider two 
producers (of equal size) of similar, but 
not identical, commodities. The initial 
demand and marginal revenue curves of 
duopolist A are given in Figure 3; they 
are denoted by the subscript 1. Assume 
now that the aggregate demand for the 
two commodities increases so that A’s 
demand curve shifts to D,, but marginal 
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costs do not change. Then A will increase 
his price to p,. What will duopolist B do? 

If B’s costs and demand are similar to 
A’s, the former will simultaneously raise 
his price to p,. But then D, must be re- 
drawn above p, because this branch was 
drawn on the assumption that the rival’s 
price was p»,. The situation becomes clas- 
sical duopoly—with the usual wide range 
of possible patterns of behavior. It would 
be foolish to put a new kink in D, (as 
redrawn) at the level p,. Experience has 
shown that the rival will follow a price 
increase, and businessmen will learn 
from this experience that there is no 


On the other hand, B may still find it 
profitable to stay at price p,.. But then 
his demand curve must shift to the right, 
for it was drawn on the assumption that 
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A set a price of p, or less. If this demand 
shift leads B to set a new price, then A’s 
demand curve must be redrawn. Again 
the existence of the kink is contradicted 
by experience. 

The theory of the kinky demand curve 
explains why prices that have been stable 
should continue to be stable despite cer- 
tain changes in demand or costs. But the 
theory does not explain why prices that 
have once changed should settle down, 
again acquire stability, and gradually 
produce a new kink. One possible ex- 
planation might be that a period of sta- 
bility of demand and costs has created a 
tradition of stable prices, so that, when 
demand of Gost conditions change ma- 
terially, the kink has emerged to preserve 
price stability. 


OTHER KINKS AND DISCONTINUITIES 


For present purposes it is not neces- 
sary to discuss additional implications of 
the theory of kinky demand curves, but 
two are of sufficient interest to deserve 
brief mention. 

The pattern of oligopolistic behavior 
underlying the kinky demand curve will 
also produce a discontinuous marginal 
cost curve. If one firm reduces its wage 
rate, for example, other firms will not 
follow, but these other firms will match 
wage increases. At the output corre- 
sponding to this input kink, there will be 
a discontinuity in marginal cost. A good 
part of the appeal of the kinky demand 
curve theory is that it is easy to draw 
demand and cost curves that lead to 
price stability. This appeal is definitely 


. weakened if the marginal cost curve is 


also discontinuous, as the reader can 
readily verify. 

The same general line of reasoning 
leads to kinks in the curves of other 
variables of policy—advertising, quality 
changes, etc. Indeed, the logic of the the- 
ory requires only that there be one vari- 
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able—output—against which the discon- 
tinuities in the other variables may be 
displayed. 


3. ALTERNATIVE THEORIES OF PRICE 
STABILITY 


Explanations of price stability are not 
common or prominent in the neoclassical 
price theory of Marshall’s era. (Part II of 
this paper contains some evidence that 
bears on the question whether this is a 
cause for commendation or condemna- 
tion.) Of course it would be a grotesque 
caricature to describe this theory as re- 
quiring a change of price in response to 
every quiver of the demand or the cost 
curve. Three factors making for price 
stability were generally incorporated 
(without emphasis) into the neoclassical 
theory. 

_LONG-RUN_CONSIDERATIONS 


In the long run the demand curve is 
usually more elastic because buyers can 
make changes in technology, commit- 
ments, and habits that permit use of sub- 
stitutes and because new rivals will be at- 
tracted at certain prices. Therefore an 
exorbitant current price may lose more 
(discounted) revenue in the future than 
it adds in the present. This type of con- 
sideration argues against raising prices 
greatly in short-run periods of inelastic 
demand but does not imply price rigid- 
ity."3 


ADMBSPRATIVE WEAKNESSES IN COLLUSION 


When a group of producers arrives at a 
mutually agreeable or tolerable price by 
collusion, this price will have a strong 
tendency to persist. When some of the 
firms will be injured by a price change 


"3 Marshall also had the doctrine that prices 
will not fall to prime costs in depression because of a 
fear of “spoiling the market” (Principles of Eco- 
nomics [8th ed.; London: Macmillan & Co., 1920], 
Pp. 374-76). He apparently assumed, in addition to 
oligopoly, that the long-run demand curve was 
inelastic for price reductions. 
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(which must often occur when their costs, 
market areas, and product structures dif- 
fer), they will naturally oppose change. 
When all will gain from a price change, 
they will usually wish different amounts 
of change. Opening the question of prices 
may therefore lead to a pitched battle, 
and one can seldom be sure that things 
will stay in hand. Frequent resort to this 
area of political-economic determination 
must be avoided, so changes are post- 
poned as long as possible. If they are 
postponed long enough, the need for 
them will pass. 


CQST OF PRICE CHANGES 
The nature of the product and market 
may be such that small or frequent price 
changes cost more than they yield. There 
are costs of informing buyers of price 
changes: new lists, advertising, etc. If 
long-term contracts contain provisions 
that the buyer will receive any price re- 
ductions during the life of the contract, 
the short-run marginal revenue from a 
price reduction may be small or negative. 
Even when there are no contracts, price 
reductions may incur the ill will of early 
buyers of a “style” good. 


4. A COMPARISON OF THE IMPLICATIONS 
OF THE THEORIES OF PRICE STABILITY 


There is no reason why the kinky de- 
mand curve cannot be joined with the 
other explanations of price stability. But 
there is also no purpose in adding it to 
the neoclassical theory unless it explains 
price behavior in areas where the other 
explanation is silent or contradicts the 
implications of the neoclassical theory in 
areas where both apply. For the empiri- 
cal tests in Part II, the following differ- 
ences between the implications of the 
kinky demand curve and the neoclassical 
theory will be used: 

a) The kinky demand curve theory is 
silent on monopolies, for the essential 
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feature of retaliation by rivals is absent. 
Should monopoly prices be rigid, the 
forces that explain this rigidity (say cost 
of price changes) may suffice to explain 
an equal amount of price rigidity under 
oligopoly. Unless the factors making for 
monopoly price rigidity do not operate 
under oligopoly, we can dispense with the 
kink unless greater rigidity is found in 
the oligopolistic industries. 

b) The discontinuity in marginal reve- 
nue will disappear, and with it the reason 
for price rigidity, if formerly independent 
firms enter into collusion. The neoclassi- 
cal theory emphasizes the administrative 
weaknesses in collusion, on the other 
hand, and this argues for greater price 
rigidity. 

c) Prices will be relatively flexible with 
very few and with many firms in the in- 
dustry, and relatively rigid with a moder- 
ate number of firms (say, five to ten), ac- 
cording to the kink theory. The neo- 
classical theories of oligopoly are neither 
outspoken nor unanimous on this ques- 
tion, but there is a general suggestion 
that price flexibility increases continu- 
ously with the number of firms. 

d) When there is a dominant firm or 
set of firms (acting together) in the role 
of price leader, prices should be more 
flexible than if there is no price leader, on 
the kink theory. The neoclassical theory 
is silent on this point. 

e) Given the number and size con- 
figuration of firms, prices should be more 
flexible the more heterogeneous the prod- 
ucts, under the kinky demand curve the- 
ory. The neoclassical theory has no such 
implication. 


II. Emprericat TEsts OF THE THEORY 


One may submit to empirical tests 
either the assumption of entrepreneurial 
behavior underlying the theory of the 
kinky demand curve or the implications 
of the kink for price behavior. The former 
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alternative requires an analysis of the 
sequence of price changes made by oli- 
gopolists in an industry; the latter alter- 
native can be developed by a comparison 
of observed price rigidity with that 
prophesied by the theory. 


I. THE VALIDITY OF THE ASSUMPTION 


If price increases of one firm are not 
followed by rivals, but price reductions 
are followed, the oligopolists have a basis 
in experience for believing that there is a 
kink in their demand curves. If price re- 
ductions are not followed by rivals, or 
price increases are as closely followed, no 
such objective basis for a kink exists. 

The cigarette industry (with three 
large firms) offers a good example of the 
type of experience that would create a 
belief in the existence of a kink. On Sep- 
tember 28, 1918, the American Tobacco 
Company raised the list price of Lucky 
Strikes from $6.00 to $7.50 per thousand, 
but the rivals continued to charge the 
lower price. The sales of Lucky Strikes 
fell 31 per cent from September to No- 
vember, when the price was reduced to 
$6.00, and continued to decline for sev- 
eral months."* The later price history in 
this industry, however, is not such as to 
create a belief in the existence of a kink: 
April 20, 1928: Reynolds (Camels) announced 

a reduction from $6.40 to $6 per thousand, 

effective April 21. American Tobacco fol- 

lowed on April 21 and Liggett and Myers 

on April 23. 

October 4, 1929: Reynolds announced an in- 
crease to $6.40, effective October 5, and 
both rivals followed on that day. 

June 23, 1931: Reynolds announced an in- 
crease to $6.85, effective June 24, and both 
rivals followed that day. 

January 1, 1933: American Tobacco reduced its 
price to $6, effective January 3, and both 
rivals followed that day. 

February 11, 1933: American Tobacco re- 


14 This episode is reported in detail in the forth- 
coming study of the American tobacco industry by 
William H. Nicholls. 
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duced its price to $5.50, and both rivals 
followed the same day. 

January 9, 1934: Reynolds increased its price 
to $6.10, and both rivals followed the same 
day.*s 

These price changes, incidentally, were 

relatively larger than they appear: the 

manufacturer’s net was smaller by a 

three-dollar tax and trade discounts. 
The more complicated pattern of price 

changes for automobiles is illustrated for 


#700 + 








Plymouth Prices 








439 


Six anthracite companies produced 
62.5 per cent of the aggregate output in 
1930, and eight companies usually pro- 
duce 70 to 80 per cent of aggregate out- 
put.”* The prices of seven companies, for 
each size of coal, are listed (in very large 
type) every week in the Coal and Coal 
Trade Journal. These prices are identical 
and they almost invariably change on the 
same day.’’ There is no evidence of a 
+r 








4 4 — 





T 


1930 1931 1952 


1955 


—_ 7 tT 7 


1954 1935 1936 


Fic. 4.—Factory prices of Plymouth and Ford four-door sedans, June, 1929—May, 1937. Source: 
Federal Trade Commission, Report on Motor Vehicle Industry (76th Cong., 1st sess., House Doc. 468 


[Washington, 1940]), pp. 894-95, 896. 


two leading firms in Figure 4. The prices 
of the two firms changed at different 
dates and by different amounts, and 
price increases were more nearly simul- 
taneous than price reductions. Price ex- 
perience in this field should not lead a 
firm to believe that price reductions will 
be matched immediately or wholly nor 
that in a period of business recovery 
rivals will fail to increase prices. 


8 Federal Trade Commission, Agricultural In- 
come Inquiry (Washington, 1937), I, 448. The his- 
tory of prices after 1934 follows essentially the 
same pattern, although Nicholls reports an un- 
matched and unsuccessful price increase by Liggett 
and Myers on July 30, 1946—followed by a general 
increase on October 14, 1946, with American To- 
bacco the price leader. 


kink: prices change often in a marked, 
but by no means rigid, seasonal pattern. 

Some direct evidence argues against 
the existence of a kink in the demand 
curve for steel produced by United States 
Steel: Bethlehem, for example, has faith- 
fully followed the price increases."* But 

16 C. E, Fraser and G. F. Doriot, Analysing Our 
Industries (New York: McGraw-Hill Book Co 
1932), PP. 400, 401. 

*7 Occasionally there is a temporary discrepancy. 
For example, six six companies announced prices of 
$4.70 per ton for pea-size coal in the July 4, 1929, 


issue; one company retained the previous price of 
$4.60. A week later the exception disappeared. 

*%*Temporary National Economic Committee, 
Hearings, Part 19: Iron and Steel Indusiry (Wash- 
ington, 1940), pp. 10587 ff. 
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the important evidence is indirect : there 
is no evidence of price rigidity within this 
industry. The official price lists and 
trade-journal quotations have been hon- 
ored almost exclusively in the breach, 
and the transactions take place at prices 
that appear to be fairly sensitive to de- 


mand conditions.*® It_is debatable 
whether the steel industry, with ifs price 
leader, should have rigid prices on the 
kinky- demand curve theory and it is 
also debatable whether the price leader 


often leads the industry in lowering 
prices. 

Three firms produce most of the dyna- 
mite used in mining, quarrying, and con- 
struction in the United States. The 
wholesale prices for 40 per cent am- 
monium dynamite, per s50-pound bag, 
moved as follows during the thirties: 


February 27, 1933: All firms reduced the 
price from $12.25 to $10.50. 

March 12, 1934: Du Pont and Hercules re- 
duced the price to $10; Atlas followed 17 
days later. 

January 14, 1935: All firms increased the price 
to $10.50. 

May 7, 1936: Du Pont and Hercules reduced 
the price to $9.50; Atlas followed the next 
day. 

May 8, 1937: Du Pont and Atlas increased the 
price to $10.50; Hercules followed 3 days 
later.?° 


19 See especially the study made by the Bureau 
of Labor Statistics, “Labor Department Examines 
Consumers’ Prices of Steel Products,” Iron Age, 
April 25, 1946. United States Steel officials testified 
before the T.N.E.C. that the Birmingham quota- 
tion had not been realized between 1932 and 1939 
and that the general reduction in 1938 was merely 
a formal recognition of ruling prices (Hearings, 
Part 19, pp. 10546, 10505 ff.). See also Hearings, 
Part 27: Iron and Steel Indusiry (Washington, 1940), 
pp. 14141 f., 14172 f. 


*°T am indebted to Mr. Edward W. Proctor of 
Brown University for the information in this para- 
graph, which was secured by correspondence with 
Du Pont, Atlas Powder, and Hercules Powder. 
The three companies have headquarters in Wilming- 
ton; the latter two were created in 1912 by an anti- 
trust action. 


Again there is no empirical basis for be- 
lieving the kink exists. 

Socony-Vacuum and Atlantic Refining 
are two important sellers of gasoline in 
the Boston area. Aside from three periods 
in 1934 and 1935 when Socony-Vacuum’s 
price was less than Atlantic’s, the prices 
of the two firms changed as shown in the 
accompanying list in the period 1929-37. 


Simultaneous price changes 


It appears, then, that price increases are 
more nearly simultaneous than price de- 
creases—the opposite of the kinky de- 
mand curve assumption.” 

The most striking case of contradic- 
tion of the assumption of the theory, 
however, is provided by potash. On June 
1, 1934, the American Potash and Chemi- 
cal Corporation issued a price list that 
carried about 26 per cent reductions from 
the prices in the previous year. The other 
firms failed to follow. On June 26 the 
lower prices were withdrawn, and the 
company lamented: “It was expected 
that other potash producers would like- 


**I am indebted to Mr. Melvin D. Sargent of 
Brown University for the information on gasoline 
prices. The price quotations are from Oil Price 
Handbook, 1929-37 (Cleveland: National Petroleum 
News, 1938). 
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wise announce their prices in accordance 
with long prevailing custom. No such 
announcements have been forthcoming. 
Under the circumstances this Company 
is compelled to withdraw the schedule of 
prices and terms referred to.”” 

In these seven industries there is little 
historical basis for a firm to believe that 
price increases will not be matched by 
rivals and that price decreases will be 
matched. This indicates only that not 
every oligopoly has reason to believe 
that it has a kinky demand curve, and 
most adherents of the theory would 
readily concede this.?’ On the other hand, 
here are seven industries in which the 
existence of the kinky demand curve is 
questionable—a list that is longer by 
seven than the list of industries for which 
a prima facie case has been made for the 
existence of the kink.*4 


2. THE VALIDITY OF THE IMPLICATIONS 


The kinky demand curve would prove 
to be an incorrect or unimportant con- 
struction if oligopoly prices were as 
flexible as monopoly and/or competitive 
prices. It is not possible to make a direct 
test for price rigidity, in part, because 
the prices at which the products of 


22 Chemical Industries (July, 1934), p. 49. 


*3 But apparently not all. O. Lange treats only 
of kinky demand curves in his theory of oligopoly 
(see Price Flexibility and Employment (Blooming- 
ton: Principia Press, 1944], chap. vii); and L. Tarshis 
has recently done the same in his The Elements of 
Economics (New York: Houghton Mifflin Co., 
1947), pp. 139 ff. 


*4In the Conference on Price Research study, 
Cost Behavior and Price Policy (New York: Na- 
tional Bureau of Economic Research, 1943), it is 
stated: “There is rather strong reason for believing 
that leading firms in the automobile, steel, agricul- 
tural implement, and many other industries act 
upon approximately this view of the situation [i.e., 
that there is a kink in the demand curve]’’ (ébid., 
p. 278). The reason is not given. We have dis- 
cussed automobiles and steel; agricultural imple- 
ments will be taken up subsequently. 
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oligopolists sell are not generally known. 
For the purpose of such a test we need 
transaction prices; instead, we have 
quoted prices on a temporal basis, and 
they are deficient in two respects. 

The first deficiency is notorious: Nom- 
inal price quotations may be stable al- 
though the prices at which sales are tak- 
ing place fluctuate often and widely. The 
disparity may be due to a failure to take 
account of quality, “extras,” freight, 
guaranties, discounts, etc.; or the price 
collector may be deceived merely to 
strengthen morale within the industry. 
The various studies of steel prices, al- 
ready referred to, contain striking ex- 
amples of this disparity, and others can 
be cited.** We cannot infer that all nomi- 
nally rigid prices are really flexible, but 
there is also very little evidence that they 
are really rigid. 

The second deficiency is that published 
prices are on a temporal basis. If nine- 
tenths of annual sales occur at fluctuat- 
ing prices within a month (as is true of 
some types of tobacco), and the remain- 
der at a fixed price during the rest of the 
year, the nominal price rigidity for eleven 
months is trivial. With each price we 
ought to have the corresponding quanti- 
ties sold: for a study of price rigidity, 
“April” would better be the fourth one- 
twelfth of the year’s sales than the fourth 
month of the year. 

Despite these shortcomings, a com- 
parison of the implications of the kinky 
demand curve for price behavior with ob- 
servable behavior (even if observable 
only in bulletins of the Bureau of Labor 
Statistics) has some value. If the theory 


See the industry studies of the Division of 
Research of N.R.A.; the prices revealed in prosecu- 
tions under the Robinson-Patman Act; Saul Nelson, 
“A Consideration of the Validity of the Bureau of 
Labor Statistics Price Indexes,” in The Structure 
of the American Economy (Washington: National 
Resources Committee, 1939), pp. 173-84. 
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cannot explain the pattern of rigidity of 

quoted prices among industries, there is 
no presumption that it would explain the 
pattern of transaction price rigidity 
_among industries. 

/ Our tests are made by comparing ob- 
Y served price rigidity in a group of indus- 
tries with the relative rigidities forecast 
by the theory for industries with these 
market structures. We choose the period, 
June, 1929, through May, 1937, which 
embraces both a complete business cycle 
and the periods used in most empirical 
studies of price rigidity. We require three 
types of information: 

a) A list of oligopolistic industries.— 
The two basic criteria are (1) a fairly 
precise knowledge of the industry struc- 
ture, and (2) continuous price and output 
series. The industries are described brief- 
ly in the Appendix.” 

b) Some measure of expected price 
changes in the absence of restrictions on 
price changes.—Shifts in demand are of 
primary (although far from exclusive) 
importance, and we measure them rough- 
ly by the coefficient of variation of pro- 
duction (or some related series) in 1929, 
1931, 1933, 1935, and 1937. 

c) A measure of price rigidity —The 
basic test used is frequency of change in 
the monthly price quotations; —— the 


thenry.undes-ensanination implies thst 


2 merely 
nae the price changes small. This 


test is supplemented by the coefficient of 
variation of monthly prices for two rea- 
sons. First, the price series have technical 


26 More specifically, the oligopolies discussed by 
Clair Wilcox in Competition and Monopoly in 
American Industry (“T.N.E.C. Monographs,” 
No. 21 [Washington, 1940]) formed the basic 
list. An industry was excluded if (1) necessary in- 
formation was not available, (2) the industry was 
analyzed in the preceding section, or (3) the firms 
were in known collusion throughout the period. 
In addition, many chemicals were excluded because 
of ignorance of substitution relationships. 
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features that lead to more numerous 
price changes than actually occur. They 
are often averages of weekly quotations, 
and hence show two changes in the 
monthly averages when a price change 
occurs within a month.”’ They are often 
averages of prices of several firms, and if 
each firm makes one price change the 
average can display as many changes as 
there are firms. Second, it can be argued 
that the kink is an exaggeration—that 
actually there is a sharp bend in the de- 
mand curve of the firm so that small price 
changes are what the theory prophesies.” 
But frequent small price changes would 
still be improbable because of the cost of 
making price changes. 

The basic data that are und in the 
tests are summarized in Table 1; fuller 
information is given in the Appendix. It 
will be observed that the two tests of 
price rigidity differ substantially: the co- 
efficient of rank correlation between 
number of price changes and coefficient 
of variation of prices is +.69 for the 
nineteen oligopolies listed in Table 1. 


MONOPOLIES VERSUS OLIGOPOLIES 


The monopolies listed in Table 1 are 
unsurpassed for price rigidity, despite the 
fact that their outputs varied more than 
those of most oligopolistic industries. 
This finding, which could be supported 
by more cases,” suggests the possibility 
that the forces that make for price rigid- 
ity in monopolies are sufficiently strong 
to account for the lesser rigidity in 


*7 Thus the B.L.S. reports as eight changes the 
six changes made wv Pittsburgh Plate Glass during 
the period. 

** To secure a sharp bend, we must assume that 
rivals will partly follow price increases and de- 
creases that are small but fail to follow large in- 
creases and completely follow large decreases. 

** Thus, the price of magnesium was very rigid; 
the rentals of the International Business Machines 
Corporation have not varied (Wilcox, op. cié., p. 
106); the retail price of incandescent lamps of 
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oligopolies. One might argue that special 
factors are at work in monopoly, but the 
only two that come to mind are fear of 
governmental attention or action and the 
conservatism that comes with size. The 
former, however, is even more effective 
against oligopolies because of the impor- 
tance of conspiracy in the antitrust laws, 
and the latter is presumably also a func- 
tion of absolute size. It should be added 
that the neoclassical theory does not pro- 
vide a satisfactory explanation for this 
extraordinary rigidity of monopoly 
prices. 


According to the kink theory, there 
will be no kink when the oligopolists en- 
ter into explicit collusion; and hence 
prices would be expected to become more 
flexible. All empirical evidence contra- 
dicts this implication. Of our industries, 
at least two had periods of collusion. 
There was a combination of rayon pro- 
ducers to fix prices between October 21, 
1931, and May 23, 1932:5° There were no 
price changes during this period, none in 
the preceding period of equal length, and 
four in the subsequent period of equal 
length. There are only two periods of 
protracted rigidity in the price series for 
copper: the first occurs under Copper 
Exporters (a Webb-Pomerene cartel), 
the second under N.R.A. 

A number of examples are also pro- 
vided by other industries. On August 30, 
1932, the six important growers and can- 
ners of pineapple entered a ten-year 
agreement to restrict output and market 
through the Pineapple Producers Coop- 


common sizes changed once or twice (United States 
Tariff Commission, Incandescent Electric Lamps 
[Report No. 133 (2d ser., Washington, 1939)], 
p. 47); this was virtually a General Electric mo- 
nopoly because of its licensing provisions. 


3° “Viscose Company ¢e al.,” Federal Trade 
Commission Decisions, XXV (Washington, 1939). 
425. 
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erative Association.** In the thirty-nine 
months preceding this date there were 
seventeen price changes in canned pine- 
apples; in the subsequent fifty-seven 
months, eight changes. Prices of type- 
writers were very rigid during a period 
when the four important producers were 
charged with colluding.* During the pe- 


TABLE 1 


MEASURES OF MARKET STRUCTURE FOR TWEN- 
TY-ONE PRODUCTS AND OF THEIR PRICE 
FLEXIBILITY AND OUTPUT VARIABILITY 
JUNE, 1929—MaAY, 1937 














CF Behe DOnvOnnwr bh vBewn 




















* In Pennsylvania and Delaware. 


riod of operation of the midwestern oil 
pool (Madison Oil Case), prices “dis- 
played a rigidity without parallel in the 
history of the industry.” 

If the disappearance of the kink 
through collusion has a tendency to in- 


3 “The move brought all the island packers into 
complete accord and cooperation for the first time 
in history” (New York Times, August 31, 1932, 
p. 10); see also J. A. Shoemaker, “Labor Conditions 
in Hawaii,” Monthly Labor Review, January, 1941, 
pp. 30 ff. 


# Wilcox, op. cit., p. 140. 33 Ibid., p. 136. 
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crease price flexibility, this tendency is 
completely submerged by the opposite 
effects of administrative limitations on 
cartel price policy. 

THE NUMBER OF FIRMS 


The number of firms that enters into 
the formation of price policy is difficult to 
determine; a completely satisfactory de- 
termination would require knowledge of 
cross-elasticities of demand, the entre- 
preneur’s knowledge and objectives, and 
similar data. As an unsatisfactory sub- 
stitute for this information, we have been 
guided by two criteria: that sufficient 


TABLE 2 








Price FLEXIBILITY 
AVERAGE 


NUMBER or CoEr- 
NUMBER OF 
or In- 7 FICIENTS 
Frems IN Coeffi- 
pustries | Number > or VARIA- 
INDUSTRY . cient of 
tn Sampte}! of Price TION OF 


Changes Varie- | oursurs 
tion 








2 : 8.2 33.6 
34 . 14.4 29-4 

. 15.0 33-3 
9, 11, 12 , 16.3 24.3 

















firms be included to account for two- 
thirds to three-quarters of the output of 
the product and that the largest firm 
omitted from the count sell less than a 
tenth of the amount sold by the largest 
firm in the industry. Although these rules 
are arbitrary, they focus attention on 
relevant variables: if we do not include 
enough firms to account for a predomi- 
nant share of output, the firms will not 
be able to control prices (attenuated 
oligopoly) ; and if we exclude firms large 
relative to those that are included, we 
may be omitting firms that are in the 
oligopolistic relationship. The precise 
number of firms, even by these arbitrary 
criteria, is in doubt in more than half the 
industries listed in Table 1, but it was 
thought better to give a single number 


than a range that invites mechanical 
averaging to secure a single number. 

Our expectation, on the kink theory, 
is that a very few rivals will have rela- 
tively flexible prices because the impos- 
sibility of maintaining a price lower than 
a rival’s will be evident. On the other 
hand, with many rivals the fear that 
pricecuts will be matched is reduced, and 
again the kink disappears. We do not 
test this latter implication because it is 
identical with that of the neoclassical 
theory. 

If the data in Table 1 are summarized 
by number of firms, we find a definite 
tendency for price flexibility to increase 
with the number of firms in the industry 
(Table 2). The coefficient of rank correla- 
tion between number of firms and num- 
ber of price changes is +.41, that be- 
tween number of firms and coefficient of 
variation of prices is +.31. There is vir- 
tually no relationship between fluctua- 
tions of output and number of firms, nor 
is the strength or direction of relation- 
ship between number of firms and price 
flexibility affected if industries with price 
leaders are segregated.*4 Thus there is a 
weak tendency for a greater number of 
firms to be associated with a greater fre- 
quency and amplitude of price changes, 
the contrary of the implications of the 
kinky demand curve. 


PRICE LEADERSHIP 


The term, “price leadership,” is used 
in two very different senses in economic 
literature. In the one sense it refers to a 
dominant firm that sets the price, allows 
the minor firms to sell what they wish at 
this price (subject perhaps to nonprice 
competition), and supplies the remainder 
of the quantity demanded. In the other 


34 The coefficient of rank correlation between 
number of firms and number of price changes is 
-37 for seven products with price leaders and .39 
for twelve products without price leaders. 
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sense, price leadership refers to the ex- 
istence of a firm that conventionally first 
announces price changes that are usually 
followed by the remainder of the indus- 
try, even though this firm may not oc- 
cupy a dominant position. For example, 
International Paper was for a long period 
the price leader in newsprint although it 
produced less than one-seventh of the 
output, and it was succeeded in this role 
by Great Northern, a smaller firm. This 
latter type of price leadership has been 
illuminatingly described by S. A. Swen- 
srud of Standard Oil of Ohio: 


In any territory all suppliers are watching 
the same things. They watch the statistical 
position of the industry as a whole, that is, 
production of crude oil and gasoline, sales of 
petroleum products, and stocks of crude oil 
and gasoline They watch the ambitions 
of competitors to increase their share of the 
business in the territory. They gage these 
ambitions by reports of salesmen on price 
concessions to commercial customers, by 
observations of the amount of business done by 
trackside operators and sellers of unbranded 
and locally branded gasoline, by the reports of 
salesmen as to competitive offers being made 
to dealers, and by reports of salesmen as to the 
extent of secret price cuts, discounts, and the 
like being offered by retailers. All these facts 
are constantly before local managers and cen- 
tral organizations. 

Now suppose that secret price cutting by 
dealers in some particular area breaks out into 
the open in the form of a cut in the posted 
price because some dealer becomes disgusted 
with the uncertainty as to how much business 
he is losing to competitors granting secret 
discounts. As the openly admitted price re- 
duction operates, the local officers of all sup- 
pliers are assailed with demands from dealers, 
relayed and in some instances emphasized 
by salesmen, for a reduction in the tank-wagon 

i The local manager of the leading 
marketer of course faces more demands than 
any other manager. He attempts to gage the 
permanence of the retail cut. Frequently local 
managers elect to make no change in the tank- 
wagon price. Ordinarily this decision springs 
from the conclusion that the local price war 
will soon run its course because it is not sup- 
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ported by weakness in basic markets. On other 
occasions the local manager concludes that 
the causes of the retail price cutting rest 
primarily on the availability of sufficient low- 
price gasoline so that the condition may be 
considered deep-seated, and he therefore 
authorizes or recommends a local reduction in 
the tank-wagon price Thus the particular 
local territory becomes a subnormal territory, 
that is, one in which prices are out of line with 
those generally prevailing in the marketing 
area. 

The major sales executives of all companies 
watch carefully the number and size of subnor- 
mal markets If the number of local price 
cuts increases, if the number and amount of 
secret concessions to commercial consumers in- 
crease, if the secret unpublicized concessions to 
dealers increase, it becomes more and more 
difficult to maintain the higher prices 
Finally, some company, usually the largest 
marketer in the territory, recognizes that the 
subnormal price has become the normal price 
and announces a general price reduction 
throughout the territory 

In summary, therefore, the so-called price 
leadership in the petroleum industry boils down 
to the fact that some company in each territory 
most of the time bears the onus of formally 
reconizing current conditions In short, 
unless the so-called price leader accurately 
interprets basic conditions and local conditions, 
it soon will not be the leading marketer. Price 
leadership does not mean that the price leader 
can set prices to get the maximum profit and 
force other marketers to conform.+ 


The difference between these two 
types of price leadership from the view- 
point of the theory of kinky demand 
curves is basic. The dominant firm has 
no kink in its demand curve because 
rivals have no reason for charging a 
lower price: they are permitted to sell as 
much as they wish at the leader’s price.** 
The second type of leader, the baromet- 

3sW. S. Farish and J. H. Pew, Review and 
Criticism .... of Monograph No. 39 (“T.N.E.C. 
Monographs,” No. 39A [Washington, 1941]), 
PP. 47-49. 

3* For the details of price determination in this 
situation see my “Notes on the Theory of Duopoly,” 
Journal of Political Economy, XLVIII (1940), 
523 ff. 
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ric firm, commands adherence of rivals to 
his price only because, and to the extent 
that, his price reflects market conditions 
with tolerable promptness. The wide- 
spread development of barometric firms 
is therefore explicitly a device to insure 
that there will be no kink, or that the 
kink will not prevent readjustment of 
price to important changes in cost or de- 
mand conditions. 


TABLE 3 








Industries} Industries 
with without 
Leader Leader 





Two-firm industries: 

Number in sample.......... 

Average number of price 
changes. . 

Average coefficient of varia- 
tion of prices. . 

Average coefficient of varia- 
tion of outputs. 


Three- and four-firm industries: 
Number in sample 
Average number of price 
chan; 


ges 
Average coefficient of varia- 
tion of prices. 7.0 
Average coefficient of varia- 
tion of outputs 36.2 











Only the price leadership-exercised by 
dominant firms, therefore, is relevant in 
testing the implication of the kinky de- 
mand curve theory that-there-will be no 
kink when there is price leadership. Ac- 
(pc en we classify as industries with 





rice leaders only those in which there is 
relatively large firm, producing, say, 40 

r cent of the output of the industry at 

a minimum, and more if the second larg- 
est firm islarge (because otherwise the sit- 
uation approaches classical duopoly). On 
this basis there are seven leaders among 
our nineteen industries (see Table 1), and 
they are compared with the remaining 
twelve industries in Table 3. Except 
for the number of price changes of two- 


firm industries (where bananas domi- 
nates the result), the prices of industries 
with price leaders “aré less flexible than 
those-of-industries without price leaders, 
despite the larger fluctuations of output 
of the former group. This is contrary to 
Sweezy’s conjecture. _and isi keeping 
with the price rigidity found in monopo- 
listic industries. 


GOODNESS OF SUBSTITUTES 


It is almost inherent in the methods of 
quotation of price statistics that most of 
the commodities examined in this article 
are nearly homogeneous. If products are 
rather heterogeneous, the significance of 
an average price becomes doubtful and 
the B.L.S. does not report it. Of our 
nineteen industries, only six have prod- 
ucts whose prices appear to differ sig- 
nificantly and persistently among firms: 
soap, tractors, grain-binders, plows, tires, 
and linoleum. Their prices appear to 
change less often and less widely, on 
average, than those of homogeneous 








Homoge- | Heteroge- 
neous neous 
Products | Products 





Number of products 13 
Average number of price changes} 23.4 15.5 
Average coefficient of variation 
of prices 15.8 
Average coefficient of variation 
of outputs 25.7 











products as shown in Table 4. It should 
be noted that we might, with some jus- 
tification, have designated our monopo- 
lies (aluminum and nickel) as oligopolies 
with differentiated products. 


3. CONCLUSION 


The empirical evidence reveals neither 
price experiences that would lead oli- 
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gopolists to believe in the existence of a 
kink nor the pattern of changes of price 
quotations that the theory leads us to 
expect. The industries included in these 
-tests are not very numerous, but they are 
sufficiently varied and important to sug- 
gest that similar adverse results would be 
secured from a larger sample. 


But is this adverse conclusion really 
surprising? The kink is a barrier to 
changes in prices that will increase prof- 
its, and business is the collection of de- 
vices for circumventing barriers to prof- 
its. That this barrier should thwart 
businessmen—especially when it is whol- 
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ly of their own fabrication—is unbeliev- 
able. There are many ways in which it 
can be circumvented. We have had occa- 
sion to notice the development of price 
leadership of the barometric variety as 
one device, and the old-fashioned solu- 
tion of collusion is not always over- 
looked. In addition there is the whole 
range of tactical maneuvers that Neu- 
mann and Morgenstern’s theory of 
games has uncovered. In the multi- 
dimensional real world there are many 
ways to teach a lesson, especially when 
the pupil is eager to learn. 
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APPENDIX 


The summary descriptions of the industries 
used in Part II are based upon indicated refer- 
ences and C. L. James, Industrial Concentration 
and Tariffs, T.N.E.C. Monograph No. 10 
(Washington, 1940); The Structure of Industry, 
T.N.E.C. Monograph No. 27 (Washington, 
1941); and C. Wilcox, Competition and Monopo- 
ly in American Industry, Monograph No. 21 
(Washington, 1940), which may be referred to 
for information on imports, concentration 
ratios, and general market structures, respec- 
tively. Price quotations are from the Bureau of 
Labor Statistics bulletins, Wholesale Prices. 
In the few cases where price quotations begin 
in 1931, the number of price quotations re- 
ported in Table 1 is 96/77 of the actual num- 
ber. Unless otherwise noted, quantity data are 
from S. Fabricant’s The Output of Manufactur- 
ing Industries, 1899-1937 (New York: Na- 
tional Bureau of Economic Research, 1940). 


ALUMINUM: 

The Aluminum Company of America pro- 
duced all new aluminum during the period 
and also dominated the scrap market. 

Quantity: production (Minerals Yearbook) 

D. H. Wallace, Market Control in the Alumi- 
num Industry (Cambridge: Harvard Uni- 
versity Press, 1937) 

BANANAS: 

In 1936 United Fruit handled 60 per cent, 
and Standard Fruit and Steamship 30 per 
cent, of the bananas imported. 


Prices: Jamaica 9’s to July, 1931, then Hon- 
duras (spliced for continuity) 

Quantities: imports (Statistical Abstract) 

Boric Acip: 

In 1937 there were only three producers. 
Pacific Coast Borax produced half of the 
total, American Potash and Chemical 
about 40 per cent, and Stauffer Chemical 
the remainder. 

C. L. James, op. cit., chap. v 

CANS: 

In 1937 American Can produced about half, 
and Continental Can about one-quarter, 
of total output. The latter company also 
produced cans for Campbell Soup on a 
fixed-fee basis. McKeesport Tin Plate 
was third, with about 10 per cent of 
output, and Owens-Illinois Can was fourth, 
with less than 5 per cent. There were also 
fourteen smaller companies. 

Standard Statistics Company, Standard Cor- 
poration Reports 

CEMENT: 

In 1931 the leading companies in the north- 
eastern section and their percentages of 
sales were Lehigh, 19.1; Universal Atlas, 
15.2; International, 8.1; Penn-Dixie, 7.9; 
Alpha, 6.7; a total of 57.0 per cent. The 
next seven mills (it is not clear that each 
was separately owned), with individual 
percentages ranging from 3.6 down to 2.4, 
totaled another 20.3 per cent. 

Prices: Northampton 
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Quantities: production, northeastern sec- 
tion (Minerals Yearbook) 

Federal Trade Commision, Cement Industry 
(73d Cong., rst sess., Senate Doc. 71 [Wash- 
ington, 1933]) 

COPPER: 

In 1947 the leading companies and their per- 
centages of total production were Kenne- 
cott Copper, 35.9; Anaconda, 22.9; Phelps 
Dodge, 18.8; Calumet and Hecla, 4.5. 

Quantities: production (Minerals Yearbook) 

The Structure of Industry, pp. 248-49 

GASOLINE: 

In 1938 the leading companies in the Penn- 
sylvania-Delaware area and their per- 
centages of sales were Atlantic Refining, 
21.9; Standard Oil of New Jersey, 14.5; 
Gulf Oil, 10.2; Sun Oil, 9.8; Standard Oil 
of Indiana, 8.5; Consolidated Oil, 7.6; 
Socony-Vacuum, 6.8; Texas, 4.8; Tide 
Water, 3.4; Pure Oil, 2.1; and Cities 
Service, 2.3. In 1926 Atlantic’s percentage 
was 44.5 and Gulf Oil’s, 20.8. 

Prices: Pennsylvania 

Quantities: consumption in Pennsylvania 
and Delaware (Minerals Yearbook) 

Federal Trade Commission, Report on Dis- 
tribution Methods and Costs, Part IV 
(Washington, 1944), p. 52 

GRAIN-BINDER: 

In 1935 the leading companies and their 
percentages of total sales were Interna- 
tional Harvester, 67.2; Deere, 24.7; and 
there were also four other companies. 

Quantities: production (1933 estimated from 
Census of Manufactures) 

Federal Trade Commission, Report on the 
Agricultural Implement and Machinery 
Business (75th Cong., 3d sess., House Doc. 
702 [Washington, 1938]), p. 153 

LINOLEUM: 

In 1937 there were only four producers of 
inlaid linoleum. Armstrong Cork and Con- 
goleum Nairn supplied most of the output. 

Prices: 1931 on 

Quantities: production, 1931 on 

Standard Statistics Company, Standard Cor- 
poration Reports 

NEWSPRINT: 

In 1928 the leading firms and their percentages 
of the total production in Canada and the 
United States were International Paper, 
14; Canadian Power and Paper, 12; Abitibi, 
11; Great Northern, 9; Crown Zellerbach, 
8; Minnesota and Ontario, 5; Price, 5; 
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and Powell River, 4. Crown Zellerbach 
operated only on the Pacific Coast, where 
it supplied 70 per cent of the total. 

Quantities: domestic production plus im- 
ports (the latter from Statistical Abstract) 

Federal Trade Commission, Newsprint Paper 
Industry (71st Cong., spec. sess., Senate 
Doc. 214 [Washington, 1930]), pp. 18 ff. 

NICKEL: 

The International Nickel Company pro- 
duces about 90 per cent of the output of 
North America, and its leading rival, 
Falconbridge Nickel Mines, sells chiefly 
in Europe. 

Quantities: domestic production plus imports 
minus exports (Minerals Yearbook) 

A. Skelton in International Control in the 
Non-ferrous Metals, ed. W. Y. Elliott 
(New York: Macmillan Co., 1937), Part II, 
chap. v 

Report of Commissioner, Combines Invest- 
igation Act, Canada and International 
Cartels (Ottowa, 1945), p. 31 

PLASTER: 

In 1937 United States Gypsum produced al- 
most half the output. National Gypsum 
and Certain-teed Products and Celotex 
are other large producers of gypsum 
products and together account for almost 
40 per cent of 1937 output of plaster. The 
four firms produced 83.4 per cent of total 
output. 

Quantities: production (1933 estimated from 
Minerals Yearbook) 

PLATE GLASS: 

In 1935 Libby-Owens-Ford and Pittsburgh 
Plate Glass produced 95 per cent of the 
output of plate glass; their outputs were 
about equal. The remainder of the industry 
consisted of three firms, of which one 
(Ford Motor) produced for its own use. 

Prices: 3-5 square feet 

Quantities: production (United States Tariff 
Commission study [cited below], p. 91; 
1936 used in lieu of unknown 1937 data) 

United States Tariff Commission, Flat 
Glass and Related Glass Products (2d 
ser.; Rept. No. 123 [Washington, 1937]), 
Pp. 24 

“Life Goes On,” Fortune, January, 1934, 
P. 43 

PLows: 

In 1936 the leading firms and their per- 
centages of total sales were International 
Harvester, 17.5; Oliver, 16.7; Unknown, 





THE KINKY OLIGOPOLY DEMAND CURVE AND RIGID PRICES 


15 to 20 (judging from the 1937 concentra- 
tion ratio of 65.7); Deere, 12.2; Avery, 
3.5; and Minneapolis-Moline, 2.5. It is 
not certain that the latter two are fifth 
and sixth in size. 

Prices: walking, two-horse 

Federal Trade Commission, Agricultural 
Implements (73d Cong., 1st sess., Senate 
Doc. 71 [Washington, 1933]), p. 151 

RAYON: 

In 1935 the capacities of the leading firms for 
producing yarn were American Viscose, 
34.8; Du Pont Rayon, 17.6; Celanese, 12.8; 
North American, 7.3; Industrial Rayon, 
6.1. Four smaller firms had an additional 
14.9 per cent of capacity. Output was 
fairly close to capacity in this year. 

Prices: 300 denier, first quality 

Quantities: production of yarn (Chemical and 
Metallurgical Engineering, February, 1943, 
p. 116) 

The Structure of Industry, pp. 263-64 

SoaP: 

In 1931 Proctor and Gamble sold about 40 
per cent, Colgate-Palmolive-Peet about 24 
per cent, and Lever Brothers about 14 
per cent of total soap. In 1935 the four 
largest firms produced 73.5 per cent of all 
soap (which is believed to be less concen- 
trated than hand soap) and the eight larg- 
est firms 83.1 per cent. 

Prices: 1931 on, toilet soap 

Quantities: production, 1931 on 

“Proctor and Gamble,” Fortune, December, 
1931, Pp. 97 

STARCH: 

In 1937 Corn Products Refining Company 
made more than half of the total sales. 
The other large firms are A. E. Staley 
Manufacturing, Penick and Ford, and 
American Maize Products, with about 
one-third of total sales. There were also 
seven smaller companies. 

C. L. James, op. cit., p. 15 
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SULPHUR: 

In 1937 Texas Gulf Sulphur supplied 64 per 
cent of total output, Freeport Sulphur, 26 
percent, and two other companies another 
9 per cent. 

Minerals Yearbook 


TIREs: 

In 1933 the leading companies and their per- 
centages of the industry’s capacity were 
Goodyear, 26.4; Firestone, 13.6; United 
States, 12.3; Goodrich, 12.0; Fisk, 9.1; 
Kelly-Springfield, 3.5; Mansfield, 2.8; 
General Tire, 2.6. 

Prices: baloon (spliced for continuity) 

W. H. Gross, Evidence Study No. 36 of the 
Rubber Tire Manufacturing Indusiry 
(Washington: N.R.A. Division of Review 
[October, 1935]), p. 5 


TRACTORS: 

In 1935 the leading companies and their 
percentages of total sales were Interna- 
tional Harvester, 49.5; Deere, 24.5; Allis- 
Chalmers, 9.5; J. I. Case, 7.1. In 1929 
International Harvester’s percentage was 
59.9 and Deere’s, 21.1. 

Prices: 10-20 horse-power 

Federal Trade Commission, 
Implements, p. 153 


WINDOW GLAss: 

In 1935 the industry was composed of twelve 
companies with twenty-one plants, of which 
thirteen were in operation. Libby-Owens- 
Ford, Pittsburgh Plate Glass, and Ameri- 
can Window Glass produced more than 
75 per cent of total output. In 1936 four 
other companies organized a common sales 
company (Fourco Glass Company) which 
bought up several idle plants. These four 
companies comprised virtually the entire 
industry thereafter. 

Price: Single B 
United States Tariff Commission, Flat 
Glass, p. 24 


Agricultural 





A RECONSIDERATION OF THE MARGINAL 
PRODUCTIVITY THEORY 


M. W. REDER 


T 1s the purpose of this note to examine 
I critically those aspects of the current 
theory of the firm which are concerned with 
the relationship between the prices that the 
firm pays for its factors of production and 
the quantities of them that it uses. At the 
present time this theory purports to explain 
how an individual firm will combine various 
factors of production, given (1) a produc- 
tion function and (2) supply functions (to 
itself) of the various factors of production 
that it uses. This aspect of the theory of the 
firm is usually called “the marginal produc- 
tivity theory.” 

The current theory of the firm assumes 
explicitly that the firm is operated in such 
a way as to maximize its profits. As a neces- 
sary condition of profit maximization, the 
marginal net value product of each factor of 
production must be made equal to the 
marginal cost (to the firm) of hiring that 
factor; or, in the absence of monopsony, 
the marginal net value product of each fac- 
tor must be made equal to its price.’ In 
order that profits may be successfully maxi- 
mized at a unique output, it must be as- 
sumed that the marginal net value product 
of each factor decreases as the quantity 
utilized increases, the quantities of all other 
factors used being adjusted to the profit- 
maximizing levels. It therefore follows that 
(ignoring monopsony) an increase in the 
price of the factor will lead to a diminution 
in the amount which is hired.” , 

In its most recent statements, the mar- 

* Joan Robinson, The Economics of Imperfect 
Competition, Book VII (New York: Macmillan Co., 
1933). 

2In the extreme case, where the marginal net 
value productivity curve has a zero elasticity, there 
will be no reduction in the amount hired as a result 
of an increase in the price of the factor; this, how- 
_ is usually considered an unimportant possi- 

y- 


ginal productivity theory appears to be 
greatly attenuated as compared with the 
robust doctrine presented by J. B. Clark, 
Wicksteed, e¢ al. For example, Professor 
Fritz Machlup*—in defending the marginal 
productivity theory in a recent controversy 
with Professor R. A. Lester’—emphasized 
that the marginal net value product curves 
must be interpreted as curves imagined by 
the entrepreneur and that no objective sig- 
nificance can be attached to them. This view 
is perfectly correct, but it greatly reduces 
the range and importance of the conclusions 
that theorists of an earlier day believed they 
could deduce from this theory. However, 
even in the relatively innocuous form in 
which Machlup expounds it, the marginal 
productivity theory is still misleading and 
in many cases incapable of application. 
As we shall show, the assumption of profit 
maximization upon which the theory rests 
is by no means universally valid. The be- 
havior of many firms can be more adequate- 
ly explained if interpreted on the assump- 
tion that their objective is something other 
than mere profit maximization. 

In this paper we present several alterna- 
tive (to profit maximization) hypotheses 
which might reasonably be taken as objec- 
tives of entrepreneurial behavior. We do 
not claim that any one of these hypotheses 
explains the behavior of all the firms in the 
whole, or in any specific segment, of the 
economic system. Each may be appropriate 
as an explanatory principle for particular 
firms at particular times. Similarly the 
marginal productivity theory has its proper 
range of application. But, when presented 

3 Machlup, “Marginal Analysis and Empirical 
Research,” American Economic Review, XXXVI, 
No. 3 (September, 1946), 519-54; Lester, “Short- 
comings of Marginal Analysis for Wage-Employ- 
ment Problems,” American Economic Review, 
XXXVI, No. 1 (March, 1946), 63-82. 
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in current “up-to-date” textbooks,‘ no at- 
tempt is made to delimit its range of ap- 
plicability, and the reader is left with the 
impression that the authors believe the 
theory to be valid for all firms and at all 
times. It is with this position that we take 
issue; and by presenting alternative hy- 
potheses we hope to facilitate the develop- 
ment of a variety of distribution theories. 
It will be the task of empirical research to 
decide which (if any) of the theories are 
relevant in a given situation. Although our 
criticism is confined to the marginal produc- 
tivity theory, it should be clear that our 
arguments also undermine the theory of 
product pricing that is embodied ix the cur- 
rent theory of the firm. 


I 


Scitovzsky has shown’ that, if the entre- 
preneur tries to maximize his satisfaction, he 
will expend the same amount of “effort” as 
if he were maximizing profits only in the 
special case where the marginal rate of sub- 
stitution between “entrepreneurial activity” 
and money income is independent of his 
level of income. Although Scitovzsky speaks 
of entrepreneurial activity, he does not 
define the concept in any very precise 
manner. For our purpose, however, it is not 
necessary to do so; we shall concentrate 
attention on “managerial activity,” avoid- 
ing any discussion of the entrepreneur’s 
specific risk- and uncertainty-bearing func- 
tions. Managerial activity is performed by 
any person whenever he performs any action 
in which he is free to exercise discretion— 
that is, in which he does not have a definite 
set of instructions or rules to follow. This 
means that every person employed is, to 


‘See, for example, Bowman and Bach, Economic 
Analysis and Public Policy (Prentice-Hall, 1944); 
Meade and Hitch, Economic Analysis and Policy (Ox- 
ford University Press, 1938); A. L. Meyers, Ele- 
ments of Modern Economics (Prentice-Hall, 1942); 
G. J. Stigler, The Theory of Price (Macmillan, 1945); 
K. E. Boulding, Economic Analysis (Macmillan, 
1941). 

ST. de Scitovzsky, “A Note on Profit Maxi- 
mization and Its Implications,” Review of Economic 
Studies, II (winter, 1943), 57-60. 
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some extent, a manager; but, for our pur- 
pose, we shall (arbitrarily) consider as 
managers only those persons usually con- 
sidered as part of the management—that is, 
the top management officials.* 

It is not necessary for us to define mana- 
gerial activity in terms of input; it will 
suffice to define it in terms of its result. Let 
us consider the customary production func- 
tion for a firm; it relates output of a product 
to inputs of the various factors of produc- 
tion by a relationship that is usually sup- 
posed to be determined solely by techno- 
logical considerations. However, techno- 
logical considerations are not sufficient to 
determine this relationship. The output that 


Y 








Fis. 1 


can be obtained from given inputs of the 
various factors will depend upon the effort 
and skill of the management. An able and 
energetic management can, in-general-get 
ul one. Once stated, this proposition is rare- 
Ty deniéd; but its implications are not al- 
ways appreciated. 

We may clarify this proposition by means 
of Figure 1. On the horizontal axis we 
measure input of a particular factor of pro- 
duction, X, and on the vertical axis the 
output of a product, Y; all other factor 
quantities are assumed to be constant. The 
three total product curves, E,, E,, and E,, 


* For most purposes, it is fairly clear that one or 
a limited number of persons runs the firm and makes 
all the important policy decisions. 
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relate the outputs that can be obtained 
from specified inputs of X and of other 


factors, given the level of managerial ac- 
tivity. "Ceainmsdct corverefere orwgiven 
level of managerial activity; the higher the 
level of activity, the higher the index of 
the curve. 

The usual theory of the firm assumes that 
there is only one E curve for each firm; the 
ordinates of the curve being determined by 
the “‘state of the arts” and the assumption 
that the management will do the best that 
it can. In other words, it is assumed that the 
management will get the greatest physical 
product possible, given the quantities of all 
the factors used; it is assumed that it will 
do this because it is trying to maximize 
money profit.’ But, as we shall argue, this is 
only one possible type of managerial be- 
havior, and there are alternative possibili- 
ties which must be considered. 

The simplest case of nonprofit maximiz- 
ing behavior—that suggested by Scitovzsky 
—occurs when the owner-manager of a sole 
proprietorship (usually a small business) 
desires to avoid managerial activity in order 
to spend less time at his business and /or to 
work less intensively. Cases of this sort are 
so frequent and so much a part of everyday 
experience that illustrations would be 
superfluous. 

But there are less obvious ways of 
sabotaging profits; typically, these practices 
are found in large corporations. For ex- 
ample, managerial activity by a top execu- 
tive in a large corporation often involves dis- 
turbing the established routines of col- 
leagues and subordinates, and, in order to 
avoid their resentment, he will often avoid 
such activity. But the reluctance of top of- 
ficials to disturb colleagues and subordinates 
(or themselves) is as nothing compared to 
the reluctance of minor functionaries to dis- 
turb the routines of their superiors—or to 
suggest improvements that implicitly reflect 
on the procedures hitherto followed by their 
superiors. This phenomenon is so notorious 
as hardly to require comment. 


7 That is, it is assumed that marginal revenue 
(over the relevant range) is positive. 
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It should, of course, be recognized that 
consideration of a colleague’s feelings (par- 
ticularly of a junior colleague) is necessary 
in order to maintain his morale and, hence, 
his output. But it is at least questionable 
as to whether this is the sole or even the 
major concern of superiors who spare their 
subordinates’ feelings. 

In the lower echelons of management 
there are other sources of divergence be- 
tween actual and profit-maximizing be- 
havior. For example, foremen, and even de- 
partment superintendents, have been known 
to tolerate and even to encourage restriction 
of output (in unorganized plants) in order to 
prevent layoffs or to avoid a reduction in 
piece rates.* This is partly due to sympathy 
with the men and partly to a somewhat 
closer identification of interest (by minor 
shop officials) with their subordinates than 
with the company. In many cases, the toler- 
ance of restrictive practices is due to the 
necessity of keeping on good terms with sub- 
ordinates as a precondition of maintaining 
effective working relations.® But a not unim- 
portant factor working in the same direction 
is the bureaucratic desire to avoid a reduc- 
tion in the number of one’s subordinates, 
which would reduce the superior’s prestige 
and (incidentally) necessitate greater super- 
visory effort on his part to get a given out- 
put produced. 

It is also worthy of attention that there 
are objectives, other than profit maximiza- 
tion, which corporate officials believe the 
company ought to pursue. For example, 
E. G. Nourse goes into some detail on this 
matter.’® C. I. Barnard also comes to this 


*Cf. S. B. Mathewson, Restriction of Output 
among Unorganised Workers (New York: Viking 
Press, 1931), chap. ii; also F. J. Roethlisberger and 
W. J. Dickson, Management and the Worker (Cam- 
bridge, Mass.: Harvard University Press, 1942), 
chap. xxiii. 

*See Roethlisberger and Dickson, op. cit., pp- 
533-37- 

© Nourse, Price-making in a Democracy (Wash- 
ington, D.C.: Brookings Institution, 1944), chaps. iv 
and xi and Appen. A; Barnard, The Functions of the 
Executive (Cambridge, Mass.: Harvard University 
Press, 1938), p. xi. 
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conclusion, but as the result of a quite dif- 
ferent type of analysis.*° 

The extent to which the principle of profit 
maximization can be ignored will depend 
upon the market position of the firm. If the 
firm is a quasi-monopolist, it may be able to 
allow considerable inefficiency™ while show- 
ing a satisfactory operating statement. But 
if it is in a fiercely competitive situation, it 
may be unable to stand any inefficiency 
whatever. It is when operating profits turn 
to losses that management discovers how 
much inefficiency it has been tolerating” 
and strives to eliminate it. An excellent ex- 
ample of how management will tolerate con- 
siderable inefficiency so long as the profit 
and loss statement is satisfactory, but tries 
to cut costs as soon as losses become serious, 
is provided by the behavior of the Naum- 
keag Steam Cotton Company." Further evi- 
dence on the same point is presented by 
Lester,'4 who found that of forty-three em- 
ployees answering his questionnaire, thirty- 
six replied that they would respond to a 
worsening of their competitive position (as 
a result of a reduction in a favorable cost 
differential) by increasing their efficiency. 

Departures from the rule of profit maxi- 
mization should not occasion surprise, par- 
ticularly in connection with large corpora- 
tions. There is nothing in a policy of “en- 
Nghtened selisintenest™ sthich weosld require 
a manager to make the greatest possible 


™ We may define an index of efficiency (in terms 
of Fig. 1) in the following way: Corresponding to a 
given set of factor inputs, we take the ratio of the 
actual output (as given by the relevant E curve) to 
the maximum output that is technically possible 
with that set of inputs. This ratio will be the “ef- 
ficiency index”; maximum efficiency will cor- 
respond to a ratio of one. 





"For example, the Ford Company, after losing 
about fifty million dollars on operations during the 
first three quarters of 1946, announced that it had 
found methods of reducing operating costs (on a 
given volume of output) by about twenty million 

per year. 

%Cf. R. C. Nyman and E. D. Smith, Union- 
Management Cooperation in the “Stretch-Out” (New 
Haven, Conn.: Yale University Press, 1934), chaps. 
iand ii and Appen. F. 


4 Op. cit. 
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profit for the stockholders. So long as 
< enough is made to satisfy them, the manage- 
ment has wide discretion as to its actual 
objectives. It may establish bonus or pen- 
sion plans for the employees; it may reduce 
prices to benefit the public; it may tolerate 
incompetent employees or antiquated meth- 
ods of production for sentimental or other 
reasons; and so on. To be sure, it will often 
rationalize its policies in terms of “the long- 
run interests of the company”’ or “the estab- 
lishment of good-will,” but these formal 
“curtsies” to the canons of good business 
should not always be taken at face value. It 
is worth noting that the statements made 
by top executives of big corporations con- 
cerning the responsibility of the company to 
render service to the public are not alto- 
gether dishonest; they may often reflect one 
of the many objectives of the management. 

If there were keen competition, the 
management could not depart _ from the 
principle of profit maximization—at least 
“for Tong. For any excess profits would be 
partic. away by new firms who would 
drive down prices and compel the entre- 
preneur to keep total cost down to the 
minimum in order to avoid losses. There- 
fore, any departure from the principle of 
profit maximization would be speedily cor- 
rected by the forces of competition. But 
when there are restrictions on entry” into 
the field, this corrective loses its force and 
departures become possible and (perhaps) 
frequent. 

The general acceptance of profit maxi- 
mhization as the norm of managerial be- 
havior can be easily understood when we 
deal with highly competitive, dynamic 

5 By “keen competition” we mean a situation in 
which no firm is protected from competition by re- 
strictions on entry, such as patents, trade-marks, 
etc. Keen competition covers pure competition, 
Chamberlin’s “large group” case of monopolistic 
competition, and all other cases in which “large” 
profits quickly attract the effective competition of 
firms producing close substitutes, thereby eliminat- 
ing these profits. 

** By “restriction on entry” we mean anything 
that makes the total cost of producing and selling a 


given output greater to a new entrant than to a firm 
already in the field. 
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situations. For, in such situations the mana- 


ger must constantly attend to changes 
in techniques and products; any extensive 
inattention to business may easily result in 
serious losses or bankruptcy. But when we 
depart from such situations by considering 
firms which are, by reason of a quasi- 
monopolistic position, able to adapt them- 
selves to new situations at their own pace 
and convenience, the impelling force to 
maximize profits disappears. 

It is not always appreciated that it was 
the assumption of pure competition’ that 
gave the profit maximization hypothesis its 
great a priori plausibility. When economists, 
at the beginning of the thirties, developed 
the theory of monopolistic competition, 
they carried over, rather uncritically, the 
assumption of profit maximization. This as- 
sumption enabled them to continue to get 
determinate results in terms of prices 
charged and paid, quantities bought and 
sold, etc. But, as J. R. Hicks suggested as 
early as 1935,"* the theory may be seriously 
misleading in that profit maximization may 
not be sought afterin monopoloid situations. 


The implications_of this argument for 
the inal tivity theory are fairly 
obvious, For example, consider those firms 
where the management is, because of lack of 
competition, able to operate in such a way 
that the actual total cost for the output pro- 
duced substantially exceeds the minimum 
possible total cost for that output. In such 
cases, arbitrary demands for increased re- 
wards by one factor or another, or by the 
government for increased taxes, may simply 





17 Strictly speaking, pure competition is com- 
patible with rent to an entrepreneur from the point 
of view of the industry, and thus, even under pure 
competition, there would be considerable leeway for 
lazy but able entrepreneurs. However, economists 
have always (rightly) neglected this possibility 
under pure competition on the (inarticulate) 
premise that dynamic changes (particularly tech- 
nical progress) always prevent a pure competitor 
from realizing very much of his rent in the form of 
leisure. That is, they assumed that he had to strive 
to maximize money profits to avoid bankruptcy. 


%* Hicks, “The Theory of Monopoly,” Econo- 
metrica, III (January, 1935), 1-20. “The best of all 
monopoly profits is a quiet life.” 
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rouse the entrepreneur to greater efforts, 
thus (perhaps) making it possible to pay the 
higher rewards (or taxes), charge lower 
prices, and produce a greater output with- 
out reducing money profits. In such cases it 
may be (for example) that the demands of 
trade-unions for higher wages serve as a 
substitute for the absence of keen competi- 
tion as a spur to productive efficiency.” 

Once it is recognized that a firm can be 
managed with an objective other than 
profit maximization, it can readily be seen 
that the foregoing statements may be true. 
But it does not follow that these statements 
are true; this depends upon what is the ap- 
propriate alternative hypothesis as to the 
objective of the firm. If, for example, the 
management is bent upon obtaining a speci- 
fied rate of return on net worth but is not 
greatly concerned as to whether it earns 
more; or if it wishes to earn a given amount 
but will not exert itself to earn more—then 
the above statements may very well be 
true. (Such hypotheses as these do not re- 
quire that the management be completely 
indifferent to profits over its specified mini- 
mum but merely that it act much more 
vigorously and effectively to eliminate waste 
when profits are below this level than when 
they are above.) 

Where hypotheses such as these apply, a 
downward shift of the demand curve for the 
firm’s product will not necessarily be fol- 
lowed by a reduction in either the rate of 
reward of any of the factors or in the quanti- 
ties hired. The management may simply be- 
stir itself and increase the technical ef- 
ficiency of the firm, thereby raising the 
marginal physical productivity curves of 
some (or perhaps all) factors, which may 

"It should be noted that one of the great 
virtues of pure competition (which the theory of 
monopolistic competition has overlooked) is that it 
compels the entrepreneur, on pain of bankruptcy, to 
remain at a high level of efficiency, i.e., in terms of 
Fig. 1, to stay very close to the curve corresponding 
to maximum technical efficiency. The presence of 
monopolistic elements relaxes this discipline and 
thus tends to harm society through a channel that 
is usually overlooked because of the implicit ac 
ceptance of profit maximization as the sole objective 
of the firm. 
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more than offset the adverse effects (on the 
marginal net-value product curves) of the 
lowered demand schedule. This means that 
the shape and position of the firm’s cost 
curves may vary (within limits) in such a 
way as to keep profits from falling below a 
certain level. In such cases as this, an \in- 
crease in the price of a factor will not 
necessarily lead to a decrease in its employ- 
ment; it may merely spur the management 
to greater efforts resulting in (what is tanta- 
mount to) a change in the production func- 
tion of the firm. Obviously many variants 
of the type of hypothesis mentioned above 
can be developed, but their implications for 
the marginal productivity theory can so 
readily be seen as to obviate the necessity 
for elaborate argument. 

However, let us investigate a quite dif- 
ferent possibility. Suppose that an entre- 
preneur does try to maximize profits (or, 
more generally, tries to maximize the pres- 
ent value of the firm’s net worth) subject 
to the condition that he retains control of 
the firm. That is, when he is in danger of 
losing control of the firm he strives to retain 
control rather than to maximize profits. In 
such a case, his behavior will be quite dif- 
ferent from what it would be if his sole ob- 
jective were to maximize profits; when 
control is in danger, he will slash prices 
vigorously—even though this damages the 
firm’s long-run prospects (e.g., by spoiling 
the market)—in order to raise cash to meet 
the firm’s debts. As we shall see, this would 
not be done if profit maximization were the 
gbjective. The assumption of profit maxi- 
mization obscures the fact that the entre- 
preneur often maximizes his*® equity and 
not the present value of the firm’s net worth. 
And where control is at stake, the two ob- 
jectives may prompt different behavior. To 


* This raises some serious questions about the 
theory of corporate enterprise in a case in which 
the management may own little or none of the stock. 
Obviously, in such cases (apart from outright 
fraud) the management does not maximize its own 
teward without reference to the interest of the 
stockholders. Yet its actual behavior is often guided 
by a succession of compromises between its own, the 
stockholders’, and, perhaps, the public’s interest. 
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the ordinary entrepreneur, a substantial 
part of his equity in a firm consists of his 
control over the business; this is partly due 
to the psychic satisfaction of control, but it 
is also due to the ability to pay himself a 
somewhat higher salary than he could other- 
wise earn.” And in order to keep this control 
he will fight reorganizations to the bitter end 
and will reject outside funds which might 
bring annoying restraints upon his freedom 
of action. Let us state, as a first approxima- 
tion, that the entrepreneur strives to 
maximize profits in the long run (i.e., tries 
to maximize the present value of the firm’s 
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net worth) subject to the condition that his 
control is preserved intact. 

This argument can be stated a bit more 
systematically with the aid of Figure 2. On 
the vertical axis, we measure (1) the per- 
centage of the firm’s total assets that will 
be owned by the entrepreneur on some day 
in the future, ¢; (called ), if a given aver- 
age (geometric) growth rate between the 
present, é, and ¢; is maintained and (2) 
the present value of the firm’s net worth at 
t;. On the horizontal axis, we measure the 
average rate of growth of the firm between 
t, and ¢; as planned at #¢,; the average 
growth rate being measured by the per- 

** This implies that the entrepreneur’s salary con- 
tains rent from the point of view of the firm. 
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centage increase in the firm’s assets. The 
ordinates of the P curve in Figure 2 give the 
possible present values of the firm’s net 
worth (as seen at /.) at 4; depending upon its 
planned average rate of growth. 

It is assumed that there will be some 
average growth rate, OA, that will maxi- 
mize the present value of the firm’s net 
worth, AM. The S curve gives \ at 4, 
as a function of the average rate of 
growth between /, and #;. It is assumed 
that, for rates of growth less than 
OB, increases with the average rate of 
growth—i.e., if the rate of growth is less 
than OB, retained earnings and newly in- 
vestigated savings will increase rather than 
decrease \. But if it exceeds OB (but is less 
than OD), then the increase in A will be 
smaller, the greater the rate of growth. If it 
exceeds OD, will decrease rather than 
increase, since an accretion of outside funds 
is necessary if the firm’s assets are to grow 
at a rapid rate. 

The horizontal line C gives the value of » 
that is the minimum that the entrepreneur 
feels is necessary to maintain control. Thus 
the average rate of growth that he will plan 
for the firm at ¢, will be not greater, and 
probably will be somewhat less, than OG. 
It is impossible to determine from Figure 2 
what average growth rate the entrepreneur 
will plan. But since it will not exceed OG, 
it will be, a fortiori, less than OA—the 
growth rate that would be adopted if the 
entrepreneur were “maximizing profits” 
without reference to maintaining control of 
the firm. The planned growth rate will de- 
pend upon how much of a margin of safety 
(with reference to control) the entrepreneur 
desires. The greater this margin, the closer 
will be the planned growth rate to OB. (If 
the maximum point of the S curve were to 
the right of OA, then the need of preserving 
control would not actively restrain the 
growth of the firm.) 

The height of C will depend upon a 
multitude of factors among which the most 
important are: (1) the ratio of equity 
capital to debt; the greater this ratio (cet. 
par.), the greater will be the height of C; 
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(2) the distribution of the ownership of the 
equity capital; the smaller the percentage 
owned by any one person or group (other 
than the entrepreneur), the lower will be C; 
(3) the greater the likelihood of losses suf- 
ficient to bring the firm to the verge of 
bankruptcy, the greater will be C, and so on. 

Only an entrepreneur who has sufficient 
capital for any plans he may contemplate is 
entirely free from concern about control. 
Very frequently, in order to raise capital the 
entrepreneur has to go to a group of invest- 
ment bankers, a commercial bank, or a 
group of private investors and submit to cer- 
tain conditions in order to obtain funds. The 
outsiders providing funds are rarely as con- 
fident as the entrepreneur—and thus ham- 
per him and tend to restrict investment and 
output. Where there are creditors, the entre- 
preneur will be even more restrained; for 
none of the profit to be derived from success- 
ful ventures accrues to the creditors, while 
in the event of severe losses they may be 
damaged. The creditors may refuse to re- 
extend credit (if the debts have maturities 
in the near future) unless the entrepreneur 
pursues a policy they feel to be sufficiently 
cautious. Thus, actual may diverge from 
profit-maximizing behavior; the entrepre- 
neur’s quest for profits is subject to an ad- 
ditional condition or conditions imposed by 
those who furnish outside funds. 

To argue that “the entrepreneur does 
not maximize profits absolutely, but does so 
subject to the constraining condition that 
he maintains control of the firm” raises a 
question as to what is meant by a firm. 
Hitherto, in economic theory, the firm has 
always been (implicitly) identified with the 
entrepreneur or, in any case, the controlling 
group; there has never been any theoretical 
reason for making a distinction. But such a 
distinction is required for our argument, and 
therefore we define the firm as “a locus of 
valuable organization.” The value of an 
organization is measured by the difference 
between the value of a firm’s assets when 
sold as an entity and the sum of the market 
values of its assets when sold piecemeal. The 
locus of this organization value we define as 
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a firm. Organization value depends upon the 
-will of customers, employees, and 
suppliers, upon the know-how and skill of 
the managers, and the like. This organiza- 
tion value may (or may not) be wholly or 
partly separable from the entrepreneur. 
When the organization value of a collection 
of assets completely disappears with the de- 
parture of the entrepreneur, then the firm 
and the entrepreneur are inseparable and 
it is meaningless to distinguish the interest 
of one from that of the other. But very often 
the firm and the entrepreneur are separable, 
and account must be taken of such cases. 

Where the desire to preserve control re- 
strains the entrepreneur from expanding the 
assets of his firm at the rate dictated by the 
profit-maximization criterion, his output 
will be less (in a given time period) than if 
he were not so constrained. Thus, the de- 
mand schedules for the various factors will 
lie below the marginal net value productiv- 
ity curves (which are constructed on the 
assumption that profits are maximized 
absolutely). 

Another case in which the distinction be- 
tween the firm and the entrepreneur is im- 
portant arises when the entrepreneur (or the 
“insiders”) operates the firm so as to maxi- 
mize the profits made in the immediate 
future at the expense of those made in the 
more remote future. Such behavior is 
common when the insiders wish to create a 
favorable market (by a good profit record) 
for the company’s stock in order to make a 
profitable sale (at a price in excess of that 
which could be charged if correct income 
Statements were issued) of their holdings. 
In such cases, the management may, for 
instance, undermaintain equipment in order 
to show a favorable current operating state- 
ment. This will shift the demand schedule 
for the labor engaged in such activities 
downward from what it would be if the 
present value of the firm’s net worth were 

The theory of the firm, as usually de- 
veloped, does not bother to distinguish be- 
tween maximization of profits to be earned 
in the immediate future and those to be 
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earned over a longer period; and where the 
distinction is made, an analysis of its impli- 
cations is avoided.” However, the following 
point should be clear: Two entrepreneurs— 
with identical abilities and knowledge, in an 
identical cost position, and making exactly 
the same forecasts—may hire different 
quantities of different factors (at the same 
prices) for a given firm, because one chooses 
to maximize the present value of the firm’s 
net worth (profit maximization in the usual 
sense), while the other chooses to manage 
the firm so as to maximize the present value 
of his own assets (including the anticipated 
capital gain on his holdings of the firm’s 
stock). 

When the entrepreneur is hard pressed to 
maintain control, and the only way in which 
he can do so is to reduce the total of the 
firm’s assets—i.e., by paying off its most 
pressing obligations—his behavior will be- 
come extremely parsimonious, but this will 
not be identical with long-period profit- 
maximization. He will have to concentrate 
on getting a sufficient surplus of current 
receipts over current outlay in order to get 
command of enough cash to maintain con- 
trol. This may involve deferring outlay for 
maintenance of plant and equipment that 
would be currently undertaken if long- 
period profits were being maximized. Simi- 
larly, he may decrease his work-force (or 
refuse to increase it) even though the present 
value of the firm’s net worth would be 
greater if the work-force were kept at a 
higher level. Thus the determination of the 
entrepreneur to maintain control of his firm 
may place the demand curves of the firm for 
the various factors below the marginal net 
value productivity curves (which are con- 
structed on the assumption that the entre- 
preneur is maximizing the present value of 
the firm’s net worth). 


2 A notable exception is Professor A. G. Hart’s 
Anticipations, Uncertainty, and Dynamic Planning 
(Chicago: University of Chicago Press, 1940). Hart 
also deals with the implications of capital ration- 
ing for the objectives of entrepreneurial behavior 
and therefore touches very closely (but in a quite 
different manner) on the subject matter of the pre- 


ceding few pages. 
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Another hypothesis concerning the ob- 
jective of the firm’s behavior is that the 
entrepreneur tries to maximize the present 
value of the firm’s net worth subject to the 
condition that the current ratio (ratio of 
current assets to current liabilities) does not 
fall below a certain level. The implications 
for factor demand of such a constraint on 
profit maximization are very similar to those 
imposed by the condition that the entre- 
preneur is determined to remain in control 
of the firm. In fact, one of the most im- 
portant dangers to control of a firm is in- 
sufficient working capital? and thus the 
entrepreneur, in attempting to keep con- 
trol, will keep the current ratio above a cer- 
tain level. If we identify control with the 
maintenance of a satisfactory current ratio, 


*3 The difference between current assets and cur- 
rent liabilities. 
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we may apply the analysis of Figure 2 to 
this case without modification. 

We reiterate: It is not argued that any 
or all of these alternative (to profit maxi- 
mization) explanations of the behavior of 
the individual firm is universally applicable. 
There might very well be many firms where 
the traditional hypothesis of profit maxi- 
mization is a reasonably accurate explana- 
tion of what the firm is actually trying to 
accomplish. All we are attempting to show 
is that there are alternative hypotheses 
which are plausible a priori and which, if 
investigated, might prove to be appropriate 
for many firms. But this implies that the 
theory of the firm, as presented in most good 
textbooks, may be seriously misleading and 
that the marginal productivity theory may 
be quite inapplicable in many cases. 
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FOREIGN INVESTMENT AND FULL EMPLOYMENT 


KENNETH K. 


postwar needs of the war-devastated 
ost backward areas, and the fear of 
stagnation possibilities in the United States, 
lend strong support to the belief that foreign 
investment ought to be expanded to the 
concurrent benefit of international stand- 
ards of living and domestic employment. 
Other considerations, however, cast doubt 
on the wisdom of expanding foreign invest- 
ment in the interest of domestic employ- 
ment. The object of the present paper is to 
indicate various theoretical and practical 
considerations concerning the role of foreign 
investment in the national drive for full em- 
ployment. The paper is divided into two sec- 
tions: (1) a consideration of foreign invest- 
ment as a palliative to cyclical unemploy- 
ment, and (2) a similar consideration with 
respect to “secular stagnation.” 


I, FOREIGN INVESTMENT AND CYCLI- 
CAL UNEMPLOYMENT 


Foreign investment is one way to offset a 
cyclical deficiency of aggregate domestic de- 
mand. In other words, it is a method of in- 
creasing foreign expenditure for exports.’ In 
so far as cyclical unemployment is con- 
cerned, the foreign demand for capital goods 


*I have benefited from discussions with my col- 
leagues, Professors J. Viner, F. D. Graham, F. A. 
Lutz, and W. Lockwood. I am particularly indebted 
to Dr. H. R. Bowen, economist, Irving Trust Com- 
pany, who read the entire manuscript and offered 
valuable criticisms. 


*An increase in the national income resulting 
from interest and amortization payments is left out 
of account for two reasons. One is that in the future 
foreign lending is likely to be expanded at “generous 
terms.” The other is the likelihood that part of the 
multiplier effect of the increased national income on 
domestic employment will “leak out” to the benefit 
of employment elsewhere, since the increased na- 
tional income gives rise to a higher marginal propen- 
sity to import and thus decreases the United States’ 
favorable foreign balance. On this point, see J. M. 
Keynes, General Theory (New York: Harcourt, 
Brace & Co.), p. 120. 
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is crucial. Accordingly, foreign investment 
is an attempt to increase foreign expenditure 
largely for capital goods. It is generally as- 
sumed that reconstruction and development 
in the rest of the world will, if properly 
financed, give rise to increased foreign de- 
mand for capital goods and therefore stimu- 
late domestic employment in the United 
States when aggregate home demand begins 
to level off. The practical problem is to di- 
rect foreign demand toward capital goods at 
a time when the domestic capital-goods in- 
dustries are at a low ebb. Obviously, un- 
regulated private foreign investment cannot 
be expected to have that effect. Two other 
types of foreign investment are plausible in 
this respect: “tied loans” such as those 
made by the Export-Import Bank, and 
long-term loans such as those made by the 
International Bank for Reconstruction and 
Development. 

Although the Export-Import Bank re- 
quires that the proceeds of its loans be spent 
in the United States, it has little direct con- 
trol over the time, volume, or manner of 
foreign spending. It is possible that the for- 
eign borrowers may spend the proceeds for 
consumers’ goods rather than for capital 
goods and at a time when the stimulus of 
extra exports is not needed. Even though the 
bank had sufficient funds to lend, its tied 
loans might not find enough foreign applica- 
tions. For the borrower would rather have 
the freedom to spend the proceeds of a loan 
where he pleased (i.e., in the cheapest mar- 
ket). In so far as American export prices are 
low relative to foreign export prices, given 

5 Bilateral finance is generally considered harmful 
to long-run international equilibrium. Thus we find 
Professor Jacob Viner recommending that “all new 
lending activities by the Export-Import Bank” be 
terminated because its bilateral requirement 
“clashes with the proclaimed policy of the United 
States in favor of multilateralism in trade” (“In 
Defense of ‘Dollar Diplomacy,’” New York Times 
Magazine, March 23, 1947). 











stable exchange rates, the bank’s tied loans 
will attract foreign borrowers and thus pro- 
vide the American export industries with a 
direct stimulus. 

Long-term loans by or through the Inter- 
national Bank are required to be used for 
importing the essential materials for recon- 
struction and development. In view of 
America’s exceptional capacity for produc- 
tion, there is little doubt that the require- 
ment mentioned above will have the ulti- 
mate effect of increasing foreign expenditure 
for American exports, particularly capital 
goods. Now the question is whether the 
bank can plan its lending operations accord- 
ing to short-run business activity in, say, the 
United States. That is to say, can the bank 
lend liberally during the cyclical downswing 
and contract or discontinue lending during 
the upswing? 

Some have expressed hope for the possi- 
bility of such timing.‘ On the other hand, it 
has been pointed out that the bank is likely 
to expand its lending operations at a time 
when the stimulus of extra exports is not 
needed to increase domestic employment.s 
Another has called attention to the fact that 
the ultimate initiative in bank operations 
lies with the borrowing countries. There is 
also the constant danger that the Interna- 
tional Bank will make loans on a political 
basis irrespective of employment conditions. 
The availability of multinational loans 
would then be unable to prevent economi- 
cally poor and politically weak countries from 


4E. Staley, World Economic Development (Mont- 
real: International Labour Office, 1945), pp. 105-7; 
also H. B. Lary, “The Domestic Effects of Foreign 
Investment,”’ American Economic Review, XXXVI, 
No. 2 (May, 1946), 672-85. 


5 Viner, “International Finance in the Post-war 
World,” Lloyds Bank Review (October, 1946), pp. 3- 
17; reprinted in Journal of Political Economy, LV 
(April, 1947), 97-107. 

A. I. Bloomfield, “Postwar Control of Inter- 
national Capital Movements,” American Economic 
Review, XXXVI, No. 2 (May, 1946), 687-709. Dr. 
H. R. Bowen has expressed the view that it is pos- 
sible that the International Bank will reserve some 
of its lending power for “hard times” although he 
concedes that, during a world-wide depression, the 
foreign demand for capital goods will be small. 
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going in for capital formation at the expense 
of consumption.’ Under these circum- 
stances, it is difficult to see how the Inter- 
national Bank can time its loans in such a 
way as to prevent or reduce cyclical em- 
ployment. 

Perhaps the most serious obstacle to the 
export of capital goods via foreign invest- 
ment lies in the fact that major capital goods 
are incapable of entering international 
trade.* Building equipment and materials, 
which play the dominant role in gross capi- 
tal formation in this country, have been 
cited as examples. Thus, even if we make the 
favorable assumption that foreign invest- 
ment leads to the export of capital goods at 
the right time, we cannot be certain that 
sufficient capital goods will be exported to 
increase domestic employment significantly. 
However, the impossibility or difficulty of 
exporting critical capital goods is somewhat 
counterbalanced by the feasibility of export- 
ing other durable goods which have a strong 
“acceleration” effect on employment—for 
examples, automobiles, refrigerators, wash- 
ing machines, and radios.® 

Crucial to cyclical unemployment though 
the foreign demand for capital goods may 
be, it is amiss to stress it at the expense of 
demand for consumers’ goods, particularly 
durable consumers’ goods. For the total ef- 
fect of foreign investment on domestic em- 


7 Note, for instance, that the ten-year reconstruc- 
tion plan of Java relies on national as well as foreign 
capital. (See New York Times, April 9, 1947.) Thisis 
a point which is often overlooked by advocates of 
private foreign investment. As backward areas be- 
come more conscious of the need for political inde- 
pendence and freedom, they will doubtless try to 
free themselves from foreign economic domination 
as well. To this extent, the export of capital with 
political or economic strings to these areas will be- 
come more difficult, if not impossible. 


8 N. S. Buchanan, International Investment and 
Domestic Welfare (New York: Henry Holt & Co., 
1945); also “American National Income and Foreign 
Investment,” in Planning and Paying for Full Em- 
ployment (Princeton: Princeton University Press, 
1946). 

*See A. H. Hansen, America’s Role in the World 
Economy (New York: W. W. Norton & Co., 1945); 
p. 136. 
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ployment can be measured satisfactorily 
only by referring to the total foreign de- 
mand. Whether foreign investment leads to 
the export of capital goods or to that of con- 
sumers’ goods, it has the same multiplier ef- 
fect on domestic incomes and employment 
as if new purchasing power were created 
through gold inflow’® or through deficit fi- 
nancing (i.e., borrowing from the banking 
system). The main justification for empha- 
sizing demand for capital goods is, of course, 
that business fluctuations in this country 
are chiefly in the capital-goods industries. 
Another justification is the familiar fact that 
a new demand for capital goods, in addition 
to the normal replacement demand, leads to 
a manifold expansion of production and em- 
ployment in the capital-goods industries. 
However, it is more realistic to take into ac- 
count the multiplier effect of the invest- 
ment-fostered foreign demand on domestic 
employment as well as its acceleration effect. 

As to the stimulating effect of foreign in- 
vestment on the total volume of employ- 
ment, it makes little difference whether it is 
regarded asa means of increasing aggregate 
investment or as “an expansion of consumer 
credit.”"* However, it makes a significant 
difference to domestic employment policy 
which effect of foreign investment is stressed. 
If the anticipated foreign demand for capi- 
tal goods is large, the main domestic effort 
will be to increase the propensity to consume 
in order to reach the desired level of employ- 
ment. If, on the other hand, foreign invest- 
ment is expected to lead largely to an in- 
creased demand for consumers’ goods, it will 
be necessary to concentrate on the domestic 
measures to increase the propensity to in- 
vest. Contrariwise, foreign investment may, 
in so far as possible, be adjusted to conform 
to the relative strength of the propensities 
to invest and to consume at home. 


* Strictly speaking, gold inflow would not lead to 
credit expansion if member-banks were indebted to 
the Federal Reserve banks, since they might use the 
wd gold to pay debt rather than to extend new 

s. 


™See J. H. G. Pierson, Full Employment (New 
Haven: Yale University Press, 1941), p. 191. 


II. FOREIGN INVESTMENT AND 
SECULAR STAGNATION 


Large-scale, generous developmental for- 
eign investment is considered by many as a 
sine qua non of sustaining continuous full 
employment in “mature economies.” Such 
investment, it is argued, would be a solution 
to the “savings-investment problem” and 
therefore a counteracting force to “secular 
stagnation.” 

Prima facie, it would seem sensible to ad- 
just the propensity to save (which is merely 
the propensity not to consume) in such a 
way as to conform to the propensity to in- 
vest, thereby solving the savings-invest- 
ment problem. Indeed, there is increasing 
evidence that public policy in the more ad- 
vanced countries, including the United 
States, is moving in that direction. Experi- 
ence has shown that a progressive income 
tax, social security benefits, and low interest 
(long-term) go a long way toward increasing 
the propensity to consume and, therefore, 
toward checking “a constant tendency to 
oversave.” However, those measures have a 
definite limit beyond which they cannot be 
continued without involving mature econo- 
mies in an impasse. Such “central controls” 
as Keynes deemed necessary “‘to bring about 
an adjustment between the propensity to 
consume and the inducement to invest’™ 
are suggestive of such an impasse. For it is 
quite possible that these central controls 
may go beyond the point of “securing an ap- 
proximation to full employment.’ Similar- 
ly, apprehensions about the disastrous ef- 
fects of a zero rate of interest on “the con- 
tinuation of our capitalistic system’ reflect 
the above-mentioned limit to “‘a guiding in- 
fluence on the propensity to consume” 
which Keynes considered part of state re- 
sponsibility." 

Realization of the limit to the public con- 


™ Op. cit., p. 379. 
"3 Ibid., p. 378. 


4H. C. Wallich, “The Changing Significance of 
the Interest Rate,” American Economic Review, 
XXXVI, No. 5 (December, 1936), 761-87, esp. 785. 


5 Op. cit., p. 378. 
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trol of the propensity to save, among other 
difficulties, has doubtless influenced many 
to accept a high propensity to save as given 
and to turn to a consideration of politically 
feasible measures to increase the propensity 
to invest. In so far as it is politically feasible, 
large-scale foreign investment at generous 
terms finds it objective justification in insti- 
tutional, technological, and psychological 
difficulties which stand in the way of ad- 
justing the propensity to save to the propen- 
sity to invest for continuous full employ- 
ment. Thus the inability or unwillingness to 
increase the marginal efficiency of capital 
via drastic compensatory measures at home 
eads mature economies to adopt a program 
of expansionist foreign investment as a mat- 
ter of course. How far foreign investment, as 
such, will go toward solving the secular 
savings-investment problem in the postwar 
period depends mainly on the effectiveness 
of an international mechanism for expand- 
ing that investment. 

An expansion of foreign investment for 
developmental purposes, and at generous 
terms, presupposes an international setting 
in which nations are willing to co-operate in 
trade and financial matters and a domestic 
setting in which enlightened self-interest 
prevails. The International Bank for Re- 
construction and Development is the first 
attempt to regulate long-term capital move- 
ments between nations according to some 
preconceived long-range plans, including 
employment stabilization. The multi-na- 
tional character of its organization is a 
strong presumption against “beggar-my- 
neighbor” policy. The bank provides the 
lending countries with sufficient safeguards 
against default and the borrowing countries 
with liberal and flexible schedules of interest 
and amortization payments. As a nonprofit- 
making organization, the bank is committed 
to a policy of making loans at low rates of 
interest. It also encourages private investors 
to participate in the multinational financing 
of world reconstruction and development. 

In view of the increasing sensitiveness of 
backward areas to traditional private capi- 
tal exports, and in the light of the disastrous 
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results of private foreign investments in the 
past, the multinational lending of the Inter- 
national Bank may properly be regarded as 
the most effective, though not the exclusive, 
means of expanding foreign markets for 
American exports. In participating in 
multinational lending, the United States 
need not apologize for its interest in the em- 
ployment effect of its investments, for con- 
tinuous full employment in America is bound 
to have favorable repercussions on the in- 
ternal prosperity of the undeveloped areas. 
The potential demand for capital in these 
areas is so great that it appears as if multi- 
national lending were an ultimate answer to 
stagnation possibilities. 

Yet there are a number of considerations 
which preclude too optimistic conclusions 
with respect to the effectiveness of the In- 
ternational Bank as a counterstagnation 
agency. Attention has been called to the 
possibility that the bank may lend to the 
limit of its resources in the transition period 
“and then have to wait for earnings and re- 
payments to flow in before it can again en- 
gage in large operations.’’** In other words, 
it is feared that the bank’s resources are in- 
adequate to maintain high levels of employ- 
ment continuously. Although the bank can 
raise additional funds by issuing its own de- 
bentures in the private capital-markets, it 
is prohibited from expanding loans and 
guaranties beyond roo per cent of its capital 
equities. Therefore, even though the bank 
can thus add lendable funds to its capital 
stock, interest, and “commission charges,” 
it has a definite limit beyond which it cannot 
increase its liabilities in the form of loans and 
guaranties. Furthermore, despite the gilt- 
edged quality of its securities, the bank may 
fail to attract private investors if, for in- 
stance, the private capital-markets are ill- 
disposed for economic or political reasons. 

The second consideration has to do with 
the bank’s lending policy. Even if we make 
the favorable assumption that the bank’s 
resources are adequate at all times, strict 
adherence to the self-liquidating principle 


%6 Viner, “International Finance in the Post-war 
World.” 
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would definitely limit the volume of multi- 
national lending. Operating on the basis of 
prudence, the bank would reject the applica- 
tions for what it considered to be poor risks 
and thus prevent, unwittingly, a potential 
increase in foreign expenditure for exports. 
Thus there is the danger that the desire to 
maintain the bank’s capital position at a 
sound level will give rise to too conservative 
a lending policy to help prevent stagnation 
possibilities in mature economies. It is con- 
ceivable, though improbable, that the bank 
will deviate from the orthodox principle to 
adjust its lending activities to conform to 
the long-run employment requirements of 
both the lending and the borrowing coun- 
tries. A deviation, if at all, is likely to even- 
tuate on political grounds, however. 

Apart from the bank’s lending policy, it 
is not very certain that bank loans will re- 
sult in the export of sufficient capital goods 
to balance a deficiency of home investment. 
It has been suggested, for instance, that— 
in so far as secular stagnation is due largely 
to the lack of “extensive investment’”—the 
inability to export “construction” renders 
foreign investment rather ineffective in pre- 
venting that stagnation.*’ In other words, it 
is not only the volume of bank loans but 
that of exports resulting from those loans 


7 Buchanan, “American National Income and 
Foreign Investment” in Planning and Paying for 
Full Employment, pp. 161-62. If the inability to 
export building equipment and materials is offset 
by the ability to export other employment-generat- 
ing durable goods in the short run, as shown already, 
such an offset is even more plausible for the long 
run in which the mature economies can better adjust 
to the production of these latter goods. The tendency 
to identify secular stagnation with the lack of exten- 
sive investment is unfortunate, for it implies that 
mature economies stand or fall with their ability to 
counteract declining population growth or to dis- 
cover new frontiers. The stagnation thesis has, how- 
ever, made it clear that, given a deficiency of exten- 
sive investment, stagnation possibilities arise from 
uncertain and unpredictable intensive investment, 
or from a deficiency of public investment to supple- 
ment private investment, or from a combination of 
the two. It is no overstatement to say that stagna- 
tion is man-made, for the refusal to let public in- 
vestment compensate for a deficiency of private 
investment, however caused, lies at the root of the 
matter. 


that determines the effectiveness of the bank 
as a counterstagnation agency. However, 
the bank can hardly be blamed for the fact 
that construction is incapable of entering 
international trade. 

Perhaps the most important considera- 
tion is the basic incompatability of the bi- 
lateral tendencies of the major member na- 
tions with the multinational objectives of 
the bank. In an atmosphere of unyielding 
independent political sovereignty and in a 
typically underemployment world it is dif- 
ficult to see how the bank can function multi- 
nationally in fact as well as in theory.* 
Should the bilateral tendencies dominate 
Bank operations, multinational finance 
would be undermined to the detriment of 
employment stability. For bilateral lending, 
guided by political or military considera- 
tions, would result neither in increased pro- 
ductivity in the undeveloped areas nor in 
increased employment in mature econo- 
mies.*? 

For these reasons, it is doubtful that the 
International Bank can be counted upon to 
serve as an effective counterstagnation agen- 
cy. To the extent, however, that the indus- 
trialization of the backward areas is pro- 
moted by genuinely multinational loans, the 

*8 The recent change in the bank’s presidency is 
associated with its internal conflicts over the issue of 
economic versus political lending. The New Republic 
(March 24, 1947), p. 6, for instance, considers an 
appointment of a “‘Wall Street lawyer” as “a victory 
for the private bankers.” This is obviously a half- 
truth, the other half being “a victory” for bi- 
lateralistically minded “diplomats.” Viner makes the 
observation, in this regard, that “the bankers, in- 
stead of being the prime movers, are the instruments, 
sometimes wi!ling, often reluctant and insubordi- 
nate, of the diplomats” (“In Defense of ‘Dollar 
Diplomacy’ ”). The whole truth that emerges from 
these observations is that a shift of emphasis from 
economic to political lending, and a political reac- 
tion against multinational lending, reflect a more 
fundamental conflict between the system of free- 
market economies and that of state-controlled 
economies. 

In this connection, former Secretary of the 
Treasury Henry A. Morgenthau, Jr., warned at the 
Senate Banking Committee, June 12, 1945, that if 
the bank made loans on a political basis “this could 
only mean the rule of power politics in international] 
relations.” 
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bank will make a contribution to the solu- 
tion of the secular savings-investment prob- 
lem. 

CONCLUSIONS 


As far as cyclical unemployment is con- 
cerned, foreign investment is not only an un- 
reliable but an undesirable means of increas- 
ing domestic employment. While it is ca- 
pable of increasing foreign expenditure for 
exports, foreign investment cannot be 
planned in such a way as to provide just the 
kind of stimulus that is needed to maintain 
full employment at home. It is undesirable 
because it tends to justify and perpetuate 
the inability or unwillingness to solve the 
problem of cyclical unemployment by pure- 
ly domestic policy. 

Reliance upon foreign investment, how- 
ever unjustified, serves to emphasize the 
stubborn reality of psychological resistance 
and political impediments to the necessary 
economic reforms for full employment. As 
long as cyclical disturbances remain intact 
for lack of effective countercyclical meas- 
ures, so long will there remain a temptation 
to use foreign investment to get extra ex- 
ports needed to increase domestic employ- 
ment. This temptation often expresses itself 
in a sophisticated but nonetheless beggar- 
my-neighbor policy, for the emphasis is al- 
ways on export surpluses at all costs rather 
than more imports at full employment. 

Stagnation possibilities present a more 
powerful case for foreign investment. The 
case is reinforced by the obvious benefits to 
the undeveloped areas of developmental 
loans. On the one hand, a high propensity to 
save feeds on existing accumulations and 
leads to further accumulations without pro- 
portional investment. On the other hand, 
the outlook on intensive investment, not to 
mention extensive investment, is gloomy in- 
deed, partly due to increasing cost rigidities 
and partly due to resistance to continuous 
large-scale public investment. Thus foreign 


KURIHARA 


investment comes to the rescue of the sav- 
ings-investment problem whose solution 
within the national borders and within the 
framework of a free-market economy is 
clearly difficult. It is therefore no accident 
that Keynes and others saw in develop- 
mental foreign investment a hopeful offset 
to a deficiency of home investment. 

Rising nationalism in backward areas and 
the past record of unregulated private in- 
vestments are a presumption in favor of 
multinational lending at generous terms and 
on a purely economic basis. Multinational 
lending, as such, is capable of making a sig- 
nificant contribution to the solution of the 
secular savings-investment problem, and 
yet there are numerous difficulties in the 
way—underemployment equilibrium and in- 
dependent political sovereignty itself being 
among the most formidable. Nevertheless, 
the International Bank is a hopeful step in 
the direction of effective international em- 
ployment stabilization. 

The mature economies that have not 
learned “to provide themselves with full em- 
ployment by their domestic policy’”® are in 
no position to dismiss foreign investment as 
“a marginal factor.” The United States, no 
less than Britain, which must “export or ex- 
pire,”** “cannot expect to build up the vol- 
ume of exports required to help absorb the 
output of our greatly expanded industrial 
plant” without “an increasing volume of 
foreign investment.’ Thus, with all its 
limitations, foreign investment is bound to 
play an ever growing part in the national 
drive for full employment. 


PRINCETON UNIVERSITY 


* Keynes, op. cit., p. 382. 

* Chancellor of the Exchequer Hugh Dalton. 
(See New York Times, April 20, 1947.) 

*3 United States Treasury, The Bretton Woods 
Proposals: Fund and Bank (Washington, D.C., 
1945). 
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BOOK REVIEWS 


The Socialist Tradition: Moses to Lenin. By 
ALEXANDER Gray. London and New York: 
Longmans, Green & Co., 1946. 


The English literature on the history of 
socialist thought is meager and, for the most 
part, of poor quality. For this reason, if for no 
other, Gray’s book would be welcome. It de- 
scribes and analyzes a vast mass of material and 
does so both concisely and lucidly. Moreover, 
though the reader may disagree with many of 
Gray’s judgments, he will feel that they are to 
a considerable extent based on genuine study of 
the authors dealt with. This, assuredly, isa 
merit in a field in which partisan fervor has too 
often got the better of careful scholarship. 

Despite the title of the book, most of the 
chapters are—as Gray himself says in the Pref- 
ace—“reasonably self-contained, and anyone 
may therefore read the portion in which he is 
interested.” This is, in a way, an advantage; 
certainly it will make the book valuable in a 
wide variety of economics and government 
courses. But it must be said that it complicates 
the problem of a reviewer who can hardly hope 
to deal with it as a unified whole. For this reason 
we shall perhaps do best to concentrate atten- 
tion on the separate chapters. 

The first two chapters—dealing with “The 
Greek Tradition” and “The Jewish and Chris- 
tian Traditions”—are properly included not be- 
cause, as is so often erroneously thought, an- 
tiquity and the Middle Ages provide early ex- 
amples of truly socialist thought but because 
they strongly influenced the form and content 
of socialist thought when it did emerge in the 
modern period. There has been so much loose 
writing about the alleged socialism of the Old 
Testament, early Christianity, Plato, and the 
various medieval sects that it is refreshing to 
find a writer on the history of socialism handling 
these subjects with firmness and understanding. 

Following a chapter on early utopias (Thom- 
as More, Campanella, Fénelon), there is one 
devoted to eighteenth-century French writers 
plus (not altogether logically) Fichte. Rousseau 
is treated unsympathetically but not unjustly; 
Mably and Morelly are included for their in- 
fluence rather than for their merit; the impor- 
tance of Babeuf as a revolutionary tactician is, 


I think, underestimated. There will undoubtedy 
be disagreement as to whether Gray has includ- 
ed the most important eighteenth-century fig- 
ures; certainly a good case could be made out 
for Jean Meslier as perhaps the earliest French- 
man who had a positively socialist, as distinct 
from a negatively critical, approach to social 
problems. 

Chapter v is an excellent analysis of Godwin, 
though one wonders why this most consistent of 
anarchists deserves such a prominent place in 
the “socialist tradition.” Gray suggests here, 
and also in later chapters, that anarchists should 
be included because they exercised such a strong 
influence on Socialists. If the principle were con- 
sistently applied, surely Ricardo would have to 
be accorded a position of honor, not to mention 
many others who are not usually associated with 
the socialist tradition. 

The next three chapters deal with Saint- 
Simon and the Saint-Simonians, Fourier, and 
Owen. The first two of this group are the best in 
the book and fill a significant gap in the English 
literature; they should be especially valuable to 
teachers and students. The chapter on Owen is 
a good deal less impressive, perhaps because 
so much more is available in English on this 
extraordinary man. 

Louis Bianc gets a chapter to himself, though 
he hardly deserves one. Proudhon has a better 
claim, even if his relation to socialism is ambigu- 
ous, to say the least. It is too bad that Gray 
overlooks what is perhaps Proudhon’s greatest 
importance today, namely, his relation to recent 
theories of social credit and monetary reform 
including (via Gesell) even those of Keynes. 

Chapter xi on “Early English Socialism” 
constitutes an analysis of various minor figures: 
Spence, Ogilvie, Hall, Thompson, Hodgskin, 
Bray, and Gray. As such, it is adequate; but it 
is unfortunate that it gives the impression that 
these men, along with Owen, are the most im- 
portant figures in British socialism before the 
Fabians. There is no longer any excuse for an 
English (or Scotch) writer to ignore Winstanley, 
almost certainly the greatest socialist theorist 
Britain has produced; and it is quite incompre- 
hensible why Chartism should be wholly 
neglected. 
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Chapter xii, which is devoted to Marx and 
Engels (with short sections on Lasalle and 
Rodbertus), is far and away the weakest in the 
book. Gray frankly admits that he dislikes 
Marx, and this seems to be a case where his 
prejudice has got the better of his scholarship. 
The chapter tiresomely repeats criticisms of 
Marxian theories—especially historical materi- 
alism, the class struggle, and the theory of 
value—which have been advanced hundreds of 
times and often more persuasively; it contrib- 
utes nothing new or original; and it shows not 
the slightest awareness of the large body of 
countercriticism from the Marxian side. The 
“mystery” of Marx, according to Gray, is that 
“despite his prosy and interminable dulness, 
despite the confusions and inherent contradic- 
tions of his theories, despite his manifold de- 
fects in temperament and disposition, rendering 
him the least fitted of men to bea hero of the 
people, the indubitable fact remains that Marx 
has proved the most influential figure of the 
nineteenth century.”’ Elsewhere, it may be said, 
Gray shows less contempt for the intelligence of 
his fellow-men. 

Chapter xiii on “The Anarchist Tradition” is 
as hard to justify as the chapter on Godwin. In 
chapter xiv, the Fabians and Bernstein re- 
ceive, as one would expect, sympathetic treat- 
ment, with the German coming out on top. In 
fact, of all twentieth-century Socialists, Bern- 
stein appears to be the one whom Gray finds to 
be most sensible and balanced. In this connec- 
tion, there seems to be little justification for 
leaving out the various tendencies in Continen- 
tal socialism against which Bernstein fought. 
Kautsky, Hilferding, and Rosa Luxemburg are 
certainiy worth some of the space occupied by 
the two rather tiresome chapters on “Syndical- 
ism” and “Guild Socialism,” both of which 
movements were short-lived and have little in- 
fluence today. One is led to suspect that Gray’s 
acquaintance with the leading figures and the 
literature of Marxism is slight and mostly sec- 
ondhand. 

The last chapter (except a rambling “‘Post- 
face,’’ named in honor of Fourier) is devoted to 
Lenin and contains a good brief introduction to 
his theories of imperialism, the state, and the 
strategy and tactics of revolution. 

In conclusion, I should say that this book, 
though uneven in quality (perhaps inevitable 
in an undertaking of this kind), contains valu- 
able essays on a number of important figures in 
the history of socialist thought, especially the 
Saint-Simonians and Fourier. Aside from the 


treatment of Marxism, which is both unin- 
formative and unreliable, it is probably as 
usable as any book in its field at present avail- 
able in English. It is to be regretted that it is 
not more complete on the early history of Brit- 
ish socialism. And, finally, it must be said that 
its usefulness in the post-World War II world 
is diminished by the absence of any treatment of 
socialist thought in the U.S.S.R. or of commu- 
nism since Lenin. Sooner or later, even profes- 
sors are going to have to accept the fact that 
socialism is not only a “tradition” but also a 
very important part of the world we live in. 


Pau M. Sweezy 
Wilton, New Hampshire 


The Problem of War in Nineteenth-Century Eco- 
nomic Thought. By EpmMuNpD SILBERNER. 
Translated by ALEXANDER H. Krappe. 
Princeton: Princeton University Press, 1946. 
Pp. xiv-+332. $3.00. 


This study is a continuation of the author’s 
earlier volume (published in French) which 
traced the treatment of war in the economic 
thought of the sixteenth to the eighteenth cen- 
turies. Professor Silberner now endeavors to 
show how nineteenth-century economic think- 
ers dealt with the problem of war. The cata- 
logue of questions—the answers to which are to 
be presented and analyzed—is formidable, 
stretching from the relation between economic 
affairs and war to the economic advantage or 
otherwise of military disarmament. 

In coping with such a difficult task, the au- 
thor has chosen a simple, if not very imagina- 
tive, method. He divides his work into three 
major parts, in each of which the chief authors 
are taken one by one. This method, according 
to the author, has the advantage of “bringing 
out the shades and variants of the same funda- 
mental idea as expressed by different authors.” 
To me, the only value of such treatment would 
seem to lie in the fact that it makes it possible 
to deal more fully and thoroughly with each au- 
thor and so to make the book very useful as @ 
reference book. However, there is a very con- 
siderable compensating defect : each study tends 
to become a lifeless paraphrase; and few unin- 
structed readers will have the mental stamina to 
visualize a wood where there are only trees. Nor 
can I regard as other than a defect the author’s 
deliberate and almost complete omission of ref- 
erence to what he calls the “social environ- 
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ment.” The statement that this aspect has been 
adequately dealt with by a large number of 
competent writers can hardly justify this fur- 
ther abdication of the responsibility which the 
subject matter imposes. 

However, it is perhaps not quite fair to quar- 
rel with Professor Silberner for not having writ- 
ten a different book from that which he chose 
to write. His own method certainly gives him 
ample opportunity to show his scholarship. The 
three parts into which his book is divided deal 
in turn with the English Classicists (and the 
French Liberals), the Protectionists, and the 
Socialists. Subdivisions are made to differentiate 
the German historical school, the historical 
method outside Germany, the Saint-Simonians, 
the idealist Socialists, and, finally, Marx and 
Engels. Something like a dozen authors are 
given extensive treatment in individual chap- 
ters. Many more are dealt with less fully. Thus, 
the author has set himself the task of passing 
in review this array of writers on economic 
matters but always in relation to one topic 
only: war. 

Now it is clear from the outset that in the 
work of few of these writers does war occupy a 
special place. In most cases, the references to 
Dr. Silberner’s chosen subject are few, inciden- 
tal, illustrative. Thus, in his short chapter on 
James Mill, Dr. Silberner is hard put to find 
anything substantial to write about. He has to 
broaden his terms of reference; and—by dealing 
in the main with Mill’s “(Commerce Defended,” 
a polemical piece in reply to Spence, and two 
articles in the Encyclopaedia Britannica on 
colonies and international law—he manages to 
scrape together enough to justify the inclusion 
of this most arid of the classics. 

Malthus is only slightly more rewarding. The 
lack of solid material leads the author to some 
very jejune observations—for example, that 
“one may reasonably attribute to the misery of 
the masses a large share of the responsibility 
among the factors making for war” (p. 14). In 
the case of Ricardo the author himself remarks 
that it is strange that one who saw so many 
military conflicts did not leave a systematic 
treatise on war. Since this remark occurs on 
page 16, one is surprised that such a realization 
did not give Dr. Silberner pause at an early 
Stage in his inquiries and make him wonder 
whether he had chosen the best method. How- 
ever, he labors on and concentrates on Ricar- 
do’s chapter on “Sudden Interruptions in the 
Channels of Trade” and his Essay on the Influ- 
ence of a Low Price of Corn. Much of Ricardo’s 


497 


reasoning on war is elliptical in the extreme. The 
author is, therefore, forced to extrapolate; but, 
since his pattern allows little room for a detailed 
study of Ricardo’s whole system, the result is 
disappointing. More fruitful are the pages on 
war finance in which the Essay on the Funding 
System is analyzed. Here we have all the ele- 
ments of the problem which subsequent work, 
however refined, has not been able to ignore. 

There is rather more meat in McCulloch and 
John Stuart Mill: the former gives a particularly 
clear statement of the classical free-trade argu- 
ment; the latter, with his usual aptitude for 
compromise—while continuing to see “‘in inter- 
national trade the chief factor of peace’’ (p. 65) 
—develops, in relation to the Navigation Act, 
the arguments for protectionist exceptions in 
the interest of national defense. 

The section on Say is far too general to be of 
use in this particular.study and not nearly 
searching enough to be helpful as a general 
guide to Say’s economic ideas. On the other 
hand, the chapters on Bastiat and Molinari are 
among the best in the book. Although Bastiat’s 
chapter on war in his Harmonies économiques 
was not completed, Dr. Silberner has been able 
to glean much from his many other writings. 
As a result, he presents a very neat account of 
the most extreme advocacy of free trade (with 
its corollary of complete disarmament) ever 
made. Even more successful, because it deals 
with a much better subject, is the chapter on 
Molinari. Not only was Molinari’s power of 
reasoning far superior to that of Bastiat, but his 
proposal for a “‘League of Neutrals” represents 
a logical extension of prevailing views which few 
contemporaries achieved. 

The chapters on the German historical school 
(and its equivalent elsewhere) are curiously dis- 
appointing. Here, surely, there is no dearth of 
material. Liberals rely on free trade; their atti- 
tude is negative. But the Protectionist is ex- 
plicitly concerned with national aggrandizement 
and, in his more extreme romantic garb, with 
war. Yet Dr. Silberner has spread himself so 
thin that he cannot deal adequately even with 
List, let alone with Fichte. And that, in a study 
of this kind, Adam Miiller should be given 
exactly one sentence is surprising, to say the 
least. 

The introductory remarks on the Socialists 
show considerable insight and promise a really 
penetrating analysis. In the essay on Saint- 
Simon this promise is substantially fulfilled. In 
it, Dr. Silberner expounds clearly the strong 
liberal predisposition (with its reliance on the 
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ultimate political beneficence of free trade) with 
which the Saint-Simonians combine such special 
devices as the “Universal Association of Indus- 
try.” Here, Dr. Silberner also brings out the es- 
sential fact that the idealist Socialists, with all 
their concern for “social justice,” put political 
considerations before economic ones. Thus, they 
generally are prepared to contemplate the aboli- 
tion of war “even within the framework of con- 
temporary society,” i.e., the existence of private 
property (p. 249). Whether such an attitude is 
really indicative of ‘a depth and independence 
of mind” (ibid.) is, of course, another matter. 

As Dr. Silberner rightly points out, Marx and 
Engels did not examine explicitly and system- 
atically the problems of war, even though they 
wrote much about particular military conflicts. 
But it is not true to say that they were content 
to leave the problem of war “implicit.” First, 
they were concerned to discover the laws of mo- 
tion of capitalist society, i.e., the fundamental 
determinants of all social phenomena of capital- 
ism, including war. Second, for that very reason, 
they could not regard “‘war” as a homogeneous 
topic to be treated as a whole, but distinguished 
between different kinds of war according to the 
stage of economic development reached by the 
society in which the war takes place. Dr. Silber- 
ner is correct in saying that, according to Marx 
and Engels, “economic conditions not only pro- 
voke war but also determine its conduct.” Hav- 
ing recognized this, Dr. Silberner, to one’s 
amazement, claims that so far as Marxism is 
concerned “there is no incompatibility in the 
establishment of peace in a capitalist system” 
(p. 254). How the Marxian theory of capitalist 
development and crises can be reconciled with 
such a statement is a mystery. Yet even here 
Dr. Silberner shows much erudition; a knowl- 
edge of the less obvious writings of his authors 
(e.g., the very interesting quotations from 
Engels about the nature of a future war); and 
some degree of discrimination in his appraisal 
of his sources. 

All in all, this is a praiseworthy attempt to 
tackle a new, interesting, and important sub- 
ject. However, the result is largely disappoint- 
ing. Perhaps Dr. Silberner—after further reflec- 
tion on his rich store of knowledge—will pro- 
duce another, more illuminating study which is 
not handicapped from the start by attempting 
to be inclusive. 

Eric RoLi 


London 
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Umriss einer Geschichte der Preise und Lihne in 
Deutschland: Vom ausgehenden Mittelalter bis 
zum Beginn des neunsehnien Jahrhunderts. 
By M. J. Etsas. Zweiter Band, Teil A. 
Leiden, Hollande: A. W. Sijthoff’s Uitge- 
versmaatschappij N.V., 1940. Pp. iv+649. 
Unbound, FI. 13,10; bound, Fl. 14,70. 


This book, appearing in a mutilated form, 
may rightly claim to be a literary war victim. It 
is the second volume of a history of prices and 
wages in Germany, the first volume of which was 
published in 1936. When Hitler’s armies invad- 
ed Holland, the second volume was still incom- 
plete, yet author and publisher resolved to pre- 
pare its finished chapters for print. Actually, 
however, they could not prevent a further con- 
siderable delay. Although the Preface is dated 
“London, March 1940” and 1940 appears on the 
title-page as the year of publication, the book 
was actually released in 1946. 

No war victim need apologize for external 
defects. As a short prefatory note explains, the 
Foreword as well as the introductory chapter 
had to be omitted. The unusual haste of publi- 
cation may also account for the confusing ar- 
rangement of the Table of Contents. This table 
divides the book into two main parts, dealing 
with “Coins and Currencies” and “Measures 
and Weights,” respectively. Actually, however, 
the analysis of these subjects is incidental and 
covers only forty-six pages. The bulk of the 
book, more than six hundred pages dealing with 
prices, wages, and salaries from the medieval 
period to the beginning of the nineteenth centu- 
ry, forms subsections of the second part on 
“Measures and Weights.” 

A more serious criticism may be made of the 
content of the book. Its scope is less ambitious 
than the title indicates. Any history of prices 
and wages in a given country, even in the form 
of an “outline,”’ will be expected to describe the 
national structure of prices and wages and its 
variation through time and space. A conscien- 
tious historian, however, such as the author of 
the present volume, might well have hesitated 
to embark on so broad a project. This reluctance 
was supported by various reasons. 

As we may gather from his Introduction to 
the previous volume ([Leiden, 1936], pp. 3-4), 
the trend to price equalization belongs to a more 
recent stage of economic development in Ger- 
many. Before that stage, lack of communication 
as well as governmental restrictions created sub- 
stantial price discrepancies among communt- 
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ties, particularly those located in different ter- 
ritories. Because of these discrepancies, the au- 
thor concluded that mean values for larger ter- 
ritories could not truly reflect historical condi- 
tions. 

Another reason for limiting the scope of his 
analysis was the unavailability of national fig- 
ures. Thus, the second volume, like its predeces- 
sor, concentrates on the history of prices and 
wages in a few German cities. The material pre- 
sented on Munich, Augsburg, and Wiirzburg in 
the previous volume is supplemented by chrono- 
logical series of prices, wages, and salaries in 
three other German communities, namely, 
Speyer, Frankfurt, and Leipzig. 

While such a cautious approach may be ap- 
praised as legitimate, it cannot but reduce the 
significance of the present contribution. Despite 
their laudable thoroughness, both volumes rep- 
resent only the first steps toward a more distant 
objective. No economic history of Germany 
could be built on the price series, complete 
though they may be, of six selected communi- 
ties, five of which lie in the south, one in the 
heart, and none in the north or the east of the 
country. To what extent this deficiency will be 
remedied later by interlocal price indices and 
price averages, as promised by the author for a 
third volume, remains to be seen. 

Within its limited scope, however, the mate- 
rial presented is almost invaluable. Criticism of 
the sources and high regard for detail are char- 
acteristic of this work. Although information 
was not equally available for all commodities 
and services, many of the series cover a period 
of more than four centuries, from 1350 to 1820. 
The significance of every price quotation is ap- 
praised by a comment on its specific character 
or its comparability with previous or later 
prices of the same commodity. These figures, 
like the figures of wages and salaries, are de- 
rived from accounts of public and private insti- 
tutions, such as city governments, hospitals, 
inns, and orphanages. They have been supple- 
mented by officially fixed prices including price 
ceilings and by prices published by the press. The 
usefulness of the price tables is enhanced by a 
preceding detailed description of the sources 
used for each particular commodity (pp. 93- 
457). This description indicates, for instance, 
the number of times the price has been recorded, 
the number of records which, for various rea- 
sons, had to be disregarded, and the length of 
the period covered by reliable information. The 
arrangement of this broad commentary, how- 
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ever, is rather inadequate. Most readers would 
have preferred some sort of grouping of the 
numerous commodities analyzed or, at least, 
their listing in an alphabetical order. 

Although information on wages and salaries 
is more scanty, special series have been estab- 
lished for workers, employees, and even profes- 
sional people. Yet comparability of these figures 
is somewhat restricted because, in numerous in- 
stances, money wages were supplemented by 
remuneration in kind, such as meals, bread, and 
wine—the last sometimes in surprisingly sub- 
stantial quantities. For some types of em- 
ployees, such as the “Stadtschreiber,” a high 
official of the city government, any exact calcu- 
lation of the varying total income throughout 
modern history would involve further complex 
evaluations. As we gather from Elsas’s survey, 
this official received, beyond his money salary, 
various other payments in kind and in money, 
such as free shelter, free wood and coal, an al- 
lowance for clothing, and, finally, a share in 
governmental fees, other shares going in differ- 
ent proportions to minor officials as well as to 
the city government. Also municipal salaries of 
attorneys, “barbers,” physicians, librarians, 
and ministers of the gospel have been recorded 
for periods of considerable length. 

The wealth of information and its scrupulous 
analysis will render the present volume a wel- 
come addition to the imposing assemblage of 
studies on the history of prices, sponsored by 
the International Scientific Committee. 


Fritz KARL MANN 


American University 
Washington, D.C. 


The Web of Government. By RoBpert M. Mac- 
Iver. New York: Macmillan Co., 1947. Pp. 
ix+498. $4.50. 

Those who have spent many years studying 
and thinking about any aspect of the human ad- 
venture owe it to themselves, to their colleagues 
and students, and to all who read and run, to 
set down in systematic form the results of their 
thought and study. Robert M. Maclver has 
been studying and thinking about government 
(and about labor, economic depressions, social 
causation, world peace, and other matters) ever 
since 1907, when he became lecturer in political 
science at Aberdeen University. Prior to 1907 
he thought about the classics—in Scotland and 
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at Oxford—and more recently about politics and 
sociology at Toronto and Columbia. He has now 
put on paper—graciously, and with notable 
eloquence, clarity, and erudition—the conclu- 
sions to which his thought and study have led 
him. The result is a stimulating résumé of the 
faith of a liberal and a lucid exposition of the 
concepts and propositions about the state which 
most sensitive and sensible social scientists 
would be disposed to accept as valid. 

The Web of Government, it seems to me, is a 
less challenging and dynamic work than Charles 
E. Merriam’s Political Power or Systematic Pol- 
itics but a more incisive and balanced analysis 
than Bertrand Russell’s excursion into the same 
field. The problems dealt with are older than 
Aristotle and Plato: “The Emergence of Gov- 
ernment,” “The Bases of Authority,” ‘The 
Forms of Government,” ‘““The Transformations 
of Government,” and “Conclusions on the The- 
ory of Government.” There is a good index and 
a “Commentary” which consists of an annotat- 
ed bibliography and sundry “asides” on minor 
points. 

This sane and solid tome provokes fruitful 
thinking on almost every page. But, since its 
author is singularly free of ideological dogma- 
tism and scrupulously refrains from expounding 
any doctrine, no brief summary of these thirteen 
chapters is possible. Professor MaclIver sees the 
state as but one unit in a hierarcy of social in- 
stitutions. He is no Hegelian, but is rather a 
pluralist and a pragmatist— inspired, however, 
with the conviction that the good state is not 
above law or ethics and must define its purposes 
in terms of social justice and the common wel- 
fare. He throws out of the front door the Marx- 
ist conception of the genesis and nature of polit- 
ical authority but cautiously readmits it by the 
rear entrance. His concluding formulation ex- 
presses an ideal which all convinced democrats 
accept: 

Government should never be suffered to impose 
its controls on the cultural life of the community, to 
curtai] the freedom of men to differ in their faiths 
and opinions, in their ways of thought and their ways 
of life, save when in the pursuit of these ways they 
inflict overt and objectively demonstrable hurt on 
their fellowmen..... Government should not be 
entrusted with so exclusive a monopoly over the 
economic-utilitarian system that the implementa- 
tion of these functions conveys with it the effective 
indirect domination of the cultural life. For if the 
life-chances, the very livelihood, of individuals and 
groups are at the disposition of government, then the 
particular values and ideologies of the particular 
government will inevitably become absolute and 
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will inflexibly impose themselves on the whole com- 
munity, crushing its free spirit. Only by vigilant 
adherence to these two precepts can the peoples re- 
main free and still breathe the life-giving air that 
comes from beyond the realm of government. 


Professor MacIver seems unworried at the 
thought that this ideal is increasingly difficult 
of realization in a maladjusted world society af- 
flicted with the twin evils of economi: break- 
down and international war. He has no icerest 
in world government. He hopes for peace and 
plenty through an improved United Nations 
and the universal practice of illogical modera- 
tion. The Web of Government at times resembles 
more an epitaph of dying dreams than a herald 
of realities to come. But for ali of that it is a 
pleasant and stimulating work, well worth read- 
ing by all who still have faith in the efficacy of 
rigorous thinking about the destinies of men. 


FREDERICK L. SCHUMAN 
Williams College 
Williamstown, Massachusetts 


Scientific Man vs. Power Politics. By Hans J. 
MOoRGENTHAU. Chicago: University of Chi- 
cago Press, 1946. Pp. ix+244. $3.00. 


Once upon a time (in the late summer of 
1940) Hans J. Morgenthau, associate professor 
of political science at the University of Chicago, 
delivered a lecture on “Liberalism and Foreign 
Policy” at the New School for Social Research. 
Looking upon his work and finding it good, the 
lecturer expanded it into a series of Chicago lec- 
tures in 1944 on “The Scientific Delusion and 
the Problem of International Order.” This ma- 
terial in turn has been elaborated into the pres- 
ent volume, in the preparation of which the au- 
thor was aided by the American Philosophical 
Society and the Social Science Research Com- 
mittee of the University of Chicago. 

The result will please few philosophers or so- 
cial scientists. It is nevertheless provocative, 
stimulating, embellished with brilliant passages, 
and written with consistent felicity of style and 
occasional literary power which distinguish it 
happily from much current writing on public 
affairs. 

The thesis of this challenging volume—in so 
far as it can be put succinctly, at the risk of do- 
ing violence to the author’s wit, skill, and erudi- 
tion—might be stated as follows: Modern civi- 
lization is in a bad way because of “‘a general de- 
cay in the political thinking of the Western 
world”; this putrescence “is represented most 














BOOK REVIEWS 


typically by the belief in the power of science to 
solve all problems”’; this belief is false; “ration- 
alism has misconstrued the nature of politics 
and of political action altogether”; modern lib- 
eralism suffers from the delusion that social sci- 
ence, like natural science, can be universal 
whereas, in fact, social truths are all conditioned 
by “social and moral determination” and are 
true “only under the particular perspective of 
the observer”; “‘there is no indication that the 
trained social scientist as actor on the social 
scene is more competent than the layman to 
solve social problems”; power politics defies 
scientific analysis or control; the problem of 
peace is “not closer to solution today than when 
it first presented itself to the human mind”; 
“scientific man” is thus a failure, symbolizing 
the eternal tragedy of all life. 

Dr. Morgenthau has here called attention, 
forcefully and graciously, to many liberal fan- 
tasies about man and society. Yet his thesis 
seems to this reviewer a sadly muddled argu- 
ment which adds confusion rather than clarity 
to the grave issues with which he grapples. In 
his curiously ambivalent ardor for anti-intellec- 
tualism, he has permitted himself to fall into 
at least half-a-dozen basic errors: 

(1) He equates the optimistic rationalism of 
the late eighteenth and nineteenth centuries 
with contemporary social science. (2) He deals 
with “science”’ as if it were equivalent to faith 
in human reason instead of recognizing that it 
can never be more than a use of human reason 
for the purpose of observing the temporal and 
spatial uniformities of natural phenomena, in- 
cluding those of human nature. (3) He does not 
understand that “freedom is the recognition of 
necessity.” (4) He fails to see that it is precisely 
the nonrational elements in conduct which are 
most susceptible of fruitful scientific investiga- 
tion. (5) He ignores the demonstrable fact—long 
ago perceived by Machiavelli—that power poli- 
tics, more than any other kind of politics, dis- 
plays uniformities of motivation and action 
which almost assume the dignity of “natural 
laws.” (6) He does not grasp the possibility, 
which has now become a necessity for sheer 
survival, that the moral ends of Western culture 
can be served in the twentieth century only 
through a systematic enrichment and utilization 
of scientific knowledge of personality and civi- 
lization. 

Available space admits of no elaboration of 
these criticisms. Suffice it to note that the au- 
thor entangles himself time and again in his own 
contradictions. Example: “To be successful and 
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truly ‘rational’ in social action, knowledge of 
the different order [i.e., different from scientific 
knowledge] is needed. This is not the knowledge 
of single tangible facts but of the eternal laws by 
which man moves in the social world. There are, 
aside from the laws of mathematics, no other 
eternal laws besides these. The Aristotelian 
truth that man is a political animal is true for- 
ever..... The key to these laws of man is not 
in the facts from whose uniformity the sciences 
derive their laws. It is in the insight and the wis- 
dom by which more-than-scientific man elevates 
his experiences into the universal laws of hu- 
man nature... .” (pp. 219-20). 

This sounds (almost) like St. Thomas in 
modern dress. But Professor Morgenthau 
shrinks from preaching religion or magic, which 
are the only systems of apprehending reality 
(other than science) known to men. He wants 
“wisdom” and “insight”’ which, somehow, are 
different from “‘science.”” Yet his sources of wis- 
dom are suspect. No anthropologist would at- 
tribute universality and eternity to Aristotle’s 
dictum. Preliterate men of the endless ages be- 
fore the emergence of the polis were most as- 
suredly not “political animals.” There are, to 
be sure, ‘universal laws” of human nature, but 
they are to be discovered not by reading Aris- 
totle but by applying to the data of economics, 
political science, and history the new concepts 
and methods of inquiry in process of develop- 
ment by psychiatrists, cultural anthropologists, 
and sociologists. 

Dr. Morgenthau might have attempted here 
a highly necessary critique of contemporary so- 
cial science. He has instead set up a series of 
straw men and knocked them down, all in a 
mood of befuddled frustration. Welischmers is 
not an adequate substitute for clarity of 
thought. This reviewer hopes that the author 
will rethink his thesis and some day devote his 
great talents and his rich background of Con- 
tinental experience, not to a confused assault on 
the uses of science in human affairs, but to an 
assessment of the actual accomplishments, the 
weaknesses, the opportunities, and the impera- 
tive duties of scientific social investigators. For 
these are clearly times in which men who know 
nothing of science, physical or social, are in 
danger of destroying themselves and their fel- 
lows through abuse of the power which science 
has placed at their disposal. 


FREDERICK L. SCHUMAN 
Williams College 
Williamstown, Massachusetts 
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Capitalisme ou collectivisme: Valternative pré- 
sente. By Erte Nassir. Le Caire: Les Lettres 
Frangaises, 1946. Pp. 190. 

The purpose of this book is to present a bal- 
ance sheet of the respective merits, defects, and 
achievements of both the capitalist and the col- 
lectivist systems. It is well organized, giving for 
each system a definition, a description of insti- 
tutions, an analysis of its workings, a summary 
of results, and a balanced criticism. Nassif’s 
general conclusion is that it would be better to 
improve the capitalist economy rather than to 
scrap it and build a collectivist system which, 
step by step, is bound to resort more and more 
to capitalist devices. 

The materials used show that the author has 
had access to a wealth of information—both 
factual and theoretical—which is seldom avail- 
able to a single man working in one country. 
The author is familiar with the English and 
American as well as with the French literature 
of the subject. He knows the most up-to-date 
publications and the basic texts of the past. 
The main quality of this book is its comprehen- 
sive approach. 

Nassif’s book, however, is far from being an 
original masterpiece. It is an assemblage of 
quotations or digests in which the hand or mind 
of the author is scarcely revealed except in the 
arrangement. Furthermore, he frequently re- 
produces—sometimes omitting the quotation 
marks—several pages of someone else’s publica- 
tions; for instance, this reviewer is “quoted” ex- 
tensively on pages 126-33 and 150, and he is 
only one among many “guest speakers.”’ This 
practice suggests the need for establishing and 
abiding by internationally accepted standards 
in the matter of copyright. 

RoBert Mosst 

Lake Success, New York 


Chambersburg: Its Record and Its Prospect: An 
Economic History and Inventory. By the 
Chambersburg Community Development 
Committee. Chambersburg, Pa.: Chamber of 
Commerce, 1945. Pp. xi+164. $1.50. 


Chambersburg is a small city of somewhat 
over fifteen thousand population, located in 
south-central Pennsylvania. Founded more than 
two hundred years ago and developed by 
Scotch-Irish and German settlers, it has en- 
joyed, in comparison to many American com- 
munities an unusually uneventful and pros- 


perous history. A county seat located on an im- 
portant route to the west and surrounded by 
rich farm land, its economy has been relatively 
stable and secure. Only once, when it was put to 
flames by an invading Confederate army in 
1864, has its quiet existence been disturbed. 

Although by no means untouched by nation- 
al and international events, it was not until 
World War II that the economy of Chambers- 
burg was notably disturbed. At the opening of 
the war the Army picked a near-by area to es- 
tablish the Letterkenny ordnance depot; the 
result was an expropriation of 21,875 acres of 
land (most of it farm land) and an increase in 
the local demand for labor of over one thousand 
people. Recognizing the critical importance of 
the changes wrought by the war, the chamber of 
commerce in 1943 appointed a community- 
development committee to study how best to 
insure a community growth that would provide 
opportunity for postwar jobs while retaining 
the physical, social, and cultural characteristics 
of the area. The first two-thirds (about one hun- 
dred pages) of the resulting study is a compact 
and well-integrated economic history of the 
city; the remainder, entitled ‘“The Prospect,” is 
an evaluation of the resources of the community 
and its opportunities for development. 

Unlike many brochures emanating from 
chambers of commerce, this is a sober and ob- 
jective study. It is interesting reading for both 
economic historians and sociologists because, in 
general, it represents in miniature the history 
and problems of hundreds of smaller cities in 
the nation. Originally a country marketing town 
with a few tiny industries dependent on local 
raw materials, Chambersburg gradually de- 
veloped metal, textile, and food-processing 
manufacturing of some importance. Like other 
cities, its history was affected by the industrial 
revolution not only in manufacturing but by the 
impact of various types of transportation. Ex- 
cept for the coming of the arsenal, its develop- 
ment was never spectacular. With regard to so- 
cial and political movements of the nation as a 
whole, its “long-term trend,” as the committee 
says, was “‘on the conservative side.” Its “local 
human resources,” it added, “‘comprise an hon- 
est, perhaps too cautious, well informed popula- 
tion in close balance with known opportunities.” 
Introduction of new ways may have lagged a 
little behind some more “progressive” commu- 
nities, but its people were not too conservative 
to maintain a highly efficient, municipally 
owned electric power plant, whose profits have 
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kept the tax structure unusually low. It was the 
type of town where banks never failed and 
where the agricultural character of the com- 
munity and the well-balanced industrial struc- 
ture cushioned it against the extremes of eco- 
nomic depression. Its growth has not kept pace 
with that of the nation, but its stability has 
been greater than that of the country as a 
whole. 

In the words of Mr. S. K. Stevens, the state 
historian who wrote the “Foreword,” this study 
“shows the possibilities inherent in historical 
work done under local auspices, and by business 
men, newspapermen, and other local folk who 
are not necessarily professional historians’ and 
“the value of local economic history as a guide 
for the future.” This study is to be commended; 
it contains a minimum on antiquarianism and a 
maximum of useful information. It is only by 
many local studies of this type that a historian 
can develop an accurate and well-rounded pic- 
ture of the economic development of the nation. 


Harowtp U. FAULKNER 
Smith College 


Welfare and Planning in the West Indies. By 


T. S. Suzy. New York: Oxford University 

Press, 1947. Pp. xi+267. $4.75. 

Everyone with the least knowledge of the 
West Indies has watched with interest, and 
some have watched with concern, the develop- 
ment of the projects financed through Great 
Britain’s Colonial Welfare Fund. The fund was 
set up in succession to, and was motivated by, 
the report of Lord Moyne’s Commission of 
1938. 

To understand fully the origin of this at- 
tempt at rehabilitation it would be necessary to 
explore the many social and economic changes 
during the last century which affected the West 
Indian economy. First among these would be 
the freeing of the slaves and the subsequent 
changes in agriculture to which accommodation 
had to be made. Next perhaps would be the 
decision in various home-nations to subsidize 
beet-sugar production, thus weakening the 
whole economy of the West Indies. There have 
been many other changes: the rise of banana 
culture; the decline of coffee and tobacco in 
competition with other lower-cost areas; the 
reduction of the death rate and the much more 
slowly declining birth rate, which have in- 


creased the rate of population growth and led to 
overcrowding. Others could be mentioned; the 
whole result, however, has been to bring about a 
situation of extraordinary maladjustment. 

The elements of divisiveness became so ac- 
tivated in the late thirties of this century that 
clashes began to occur everywhere in the Carib- 
bean but most seriously in the British colonies. 
They led to a somewhat belated investigation 
and to recommendations made after Britain had 
gone to war. The report was for some years 
withheld from publication; but a West Indies 
welfare fund was set up to alleviate the condi- 
tions it had disclosed and Sir Frank Stockdale 
was made its head. 

There are, in the West Indies, three islands 
with independent governments (Cuba, Haiti, 
and Santo Domingo) and possessions belonging 
to four metropolitan powers (Britain, the 
Netherlands, France, and the United States). 
Neither France nor the Netherlands made so 
formidable an attempt to dissipate grievances 
and solve difficulties as did Britain and the 
United States. The Netherlands’ case was a spe- 
cial one, since Curacao and Aruba are sustained 
by an oil economy and Surinam by bauxite, and 
none of the other possessions is of formidable 
size. The United States began in 1933 a program 
of rehabilitation through the national relief 
agencies and continued for several years through 
a special agency called the Puerto Rico Recon- 
struction Administration. This fell into congres- 
sional disrepute and was followed by others, 
none of which was guided by long-range strat- 
egy. Of all the responsible powers, the British 
alone met the problem, by setting up an ade- 
quate planning staff and attempting to plumb 
the sources of the unrest it was hoped to cure. 
Professor Simey’s book is, almost necessarily, an 
appraisal of this work, though he has not meant 
to orient it so narrowly as to have it become 
only a critical study. For it is quite clear that 
the Colonial Welfare Fund has been inadequate 
in conception and unsuccessful in its purpose: 

The highly unsatisfactory conclusion must... . 
be faced that the social problem of the West Indies 
cannot be brought under control by the application 
of the administrative methods evolved before the 
appointment of the West India Royal Commission 
or by West Indies Development and Welfare during 
the first five years of its existence. 


This conclusion is quite adequately supported 
by Professor Simey’s analysis of the social and 
economic situation and of the measures adopted 
by the Colonial Welfare Fund. He does, in fact, 
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show that deterioration has continued. He be- 
lieves that the causes for failure lie in facts 
which are complex but not difficult to under- 
stand, the most important of which is that the 
measures taken too often had “no relation, or 
insufficient relation, to the social structure of 
the communities they were designed to benefit” 
(pp. 231 ff.). Another reason seems to have been 
that the schemes were, for the most part, for 
the improvement of health, education, etc., and 
not for rehabilitation of economic life. 

Professor Simey had an insufficient knowl- 
edge of what was happening to Puerto Rico dur- 
ing this same five years. His information as to 
that possession is meager and out of date. The 
specific approaches, which he believes Sir Frank 
Stockdale and his advisers ought not to have 
rejected for the British islands, have been made 
there. The emphasis has been heavily on estab- 
lishing a more secure economy to bear the 
weight of higher living levels. 

To those who have a concern for the West 
Indians, this book is very welcome. Many of 
them, without knowing quite why, have felt 
that the British policy, so honestly and com- 
petently undertaken, was turning out to be too 
timid and limited, too conceptual and ortho- 
dox, to meet the grave accumulation of dis- 
advantage under which the people of the area 
suffer. By perusing this book they can find out 
why this is so and toward what direction policy 
will have to turn if it is to be more successful in 
the future. 

Rexrorp Guy TUGWELL 
University of Chicago 


Colonial Agricultural Production: The Contribu- 
tion Made by Native Peasants and by Foreign 
Enterprise. By Str ALAN Prim. Oxford: Oxford 
University Press, 1946. Pp. ix+190. $3.00. 


The main purpose of this book is to evaluate 
the relationship, in a number of colonial depend- 
encies, between the system of plantations capi- 
talized and managed from outside and peasant 
production, mainly in small holdings. Following 
an introductory chapter—in which he presents 
in some detail some of the broader social, polit- 
ical, and economic considerations involved— 
the author devotes successive chapters to an 
analysis of agricultural conditions in a number 
of tropical colonial dependencies. Chapter ii is 
concerned with the Netherlands Indies, Malaya, 
Ceylon, and Mauritius; chapter iii, with Fiji and 
the West Indies; chapter iv, with tropical Afri- 


can dependencies; and chapter v, with British 
central and west African dependencies. In each 
of these chapters the author first presents a 
short historical sketch of the development of 
agriculture since each country was occupied by 
a European power. This is followed by an analy- 
sis of present agricultural conditions, including 
the types of crops grown, land tenure, agricul- 
tural credit, and processing and marketing of 
farm products. In the sixth and final chapter the 
author presents his general conclusions. 

Historically the problem stems from the fact 
that 


when the colonizing nations took over control of 
their dependencies, they had for the most part to 
deal with societies of a precapitalistic type and ways 
of thinking, a mass of small family or other groups 
organized for self-subsistence on a very low level and 
with little or no exchange of agricultural products 
other than purely local [p. 2]. 


Development of the plantation system has 
been along somewhat different lines in the vari- 
ous countries concerned, partly because of dif- 
ferences in climatic and other natural condi- 
tions, partly because of variations in the supply 
and adaptability of indigenous labor, and partly 
because of differences in colonial philosophy at 
the time when the plantation system was intro- 
duced. 

Systems of plantations were developed pri- 
marily for the production of exportable crops, 
such as rubber, tea, sugar, coconut, and other 
vegetable oils. Although in some countries the 
indigenous population has also undertaken the 
production of commercial crops either on small 
or large holdings, the peasant small-holder has 
of necessity had to concentrate upon production 
of foodstuffs. The growth of the plantation sys- 
tem, although handicapped at times by disas- 
trous price changes, has had the advantage of 
access to foreign capital and of scientific re- 
search. 

In most of the countries, colonial govern- 
ments have introduced measures to raise the 
standard of peasant production and to give 
them access to agricultural credit and market 
outlets. In most cases these measures have fallen 
far short of overcoming the handicaps of the 
peasant-producer. Much of the best land has 
been appropriated for plantations. On the other 
hand, progressive partition and fragmentation 
of peasant holdings have typified development 
in most countries. 

Although the author does not attempt to 
gloss over the many exploitative features of the 
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plantation system, he believes that plantation 
and peasant agriculture are not incompatible. 
The author considers that, if the heretofore 
colonial dependencies are to advance in the 
economic scale, production of both commercial 
and food crops will be necessary. In some coun- 
tries this will have to be supplemented by devel- 
opment of nonagricultural industries as well. 

In the interest of the indigenous population, 
extensive changes in the system of land tenure 
are necessary. Attention should be given “‘to 
raising the standards of production and of living 
by devising a system of collectivization of small 
holdings which will enable them to function 
with an efficiency comparable to that of a large 
estate” (p. 181). It will also be necessary to pro- 
mote vigorously, and even with pressure, edu- 
cation of peasants along lines of scientific pro- 
duction. Finally, means must be sought to de- 
velop more adequate and more economical sys- 
tems of credit and sources of capital so as to 
protect peasants from the hordes of petty 
money-lenders that abound in most of the 
colonial dependencies. 

These changes will be necessary, whether 
some of these countries attain full political in- 
dependence or whether they continue to be ad- 
ministered under the trusteeship principle. 

The author, who has spent many years in 
colonial administration, appears to have de- 
voted much careful study to this problem. Cov- 
erage of the literature on the subject has been 
thorough. His analysis of past and present con- 
ditions in the various countries included in the 
study is objective and impartial. He has no ax 
to grind, nor does he espouse any cause. 

Persons unfamiliar with the agriculture of 
tropical countries will find much interesting 
factual data in chapters ii-v. The book is, how- 
ever, particularly stimulating because of the 
light it sheds on the agrarian and economic 
problems of tropical countries. 

The book has two minor defects. In the first 
place, the type is very small—undoubtedly for 
reasons of economy. The small type makes 
reading rather tiring. The second defect arises 
from the way many of the tables are presented. 
Main and subheadings of tables are not clearly 
separated (e.g., the tables on pp. 24 and 27). 
This makes it difficult to determine, without 
careful study, the exact import of the data pre- 
sented. In spite of these minor defects, the au- 
thor has produced a scholarly, interesting, and 
timely book. 

J. M. TINLey 


University of California 
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The Trade of Nations. By Micuart A. Hem- 
PERIN. New York: Alfred A. Knopf, Inc., 
1947. Pp. xix+234+-Vii. $3.00. 


Dr. Heilperin’s book, which sets out to ac- 
quaint the layman with the major economic 
problems of postwar foreign economic policy, is 
admirably complete in its coverage. Within the 
compass of its two hundred and thirty-four 
pages it gives an exposition of the orthodox the- 
ory of foreign trade, foreign investment, and the 
mechanism of international exchange; it reviews 
the economic doctrines that were behind state 
interference with foreign trade in the past; and 
after this preparation it deals with the lessons 
of the interwar period and the problems of the 
present and future. A discussion of the new in- 
ternational economic organizations and of 
America’s role in the world economy completes 
the book. 

The author is fully aware of the present-day 
problems of foreign trade and of their relative 
significance. He discusses all the pressing ques- 
tions in his field and brings to the subject a 
spirit of sincere internationalism, which is to be 
welcomed. Unfortunately his internationalism is 
too emotional, too obviously biased, and lacks 
adequate logical support. Hence, it leaves the 
intelligent reader rather cold. 

The main theme of the book is the conflict 
between the desire for the high productivity re- 
sulting from free trade and the desire for the 
full utilization of productive resources, which 
in the past was usually sought in economic self- 
sufficiency. The author realizes the need for re- 
solving this conflict and for securing both ad- 
vantages simultaneously; and he sees that this 
can only be achieved by international co-opera- 
tion. But he fails to see and impress upon the 
reader the full significance and implications of 
such co-operation, due largely to his unsatis- 
factory analysis of the basic conflict. 

The author recognizes the economic nation- 
alism of the 1930’s as a means of relieving de- 
pression and stimulating employment; but in- 
stead of condemning it as an inefficient, repre- 
hensible, and politically dangerous means to a 
legitimate end, he engages in a somewhat in- 
conclusive discussion of the legitimacy of the 
end. He deplores the fact that so many present- 
day economists are more concerned with em- 
ployment than productivity, laments their al- 
leged lack of interest in maximizing national in- 
come, and does not seem to realize that national 
income depends not only on productivity but 
also on employment. He shows how restrictions 
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of trade will lower productivity but fails to 
mention that they may yet raise output if they 
facilitate the maintenance of employment and 
so raise the average utilization of productive 
capacity. That this will usually be the case is 
the argument of the advocates of national self- 
sufficiency; and the author would have done 
better service to his cause by fairly presenting 
their argument and examining its merits instead 
of obscuring it by an irrelevant discussion of the 
meaning of full employment. 

For this argument, if valid, is a powerful ar- 
gument in favor of international co-operation. 
It reinforces the lesson taught us by the history 
of the 1930’s—that the absence of an effective 
international policy of economic stabilization in- 
evitably leads to economic autarchy and all the 
political evils and dangers that this implies. The 
author’s failure to impress this lesson upon the 
reader is one reason why his plea for internation- 
al co-operation carries so little conviction. 

Another reason why his pleading lacks per- 
suasive power is the absence of any discussion 
of the nature and implications of an internation- 
al policy. The author believes that ‘we cannot 
expect unemployment to be always self-liquidat- 
ing” (p. 100); that “the complex problems in- 
herent in business cycles must be solved by 
carefully thought-out policies” (p. 100); and he 
criticizes the United Nations Charter because 
in it “nothing is said about policies” (p. 187). 
His own book, however, is subject to the same 
criticism: he makes no recommendations of his 
own and indorses none of the policies suggested 
by others. He condemns the advocacy of co- 
ordinated national employment policies con- 
tained in the State Department’s Proposals for 
the Expansion of World Trade and Employment; 
he rejects without discussion the buffer-stock 
plan and the idea of international commodity 
agreements; and he barely mentions Professor 
Viner’s proposal of an international investment 
fund for stabilizing and synchronizing invest- 
ment in different areas. The author’s general 
advocacy of public policy, on the one hand, and 
his rejection of all concrete proposals and past 
policies, on the other, are bound to bewilder the 
reader. At the same time, the book’s only positive 
statement on international policy—the recom- 
mendation of a six-point program as America’s 
contribution to world prosperity—confuses the 
reader yet further; for its first and main recom- 
mendation is the maintenance of full employ- 
ment in the United States, which is in apparent 
conflict with the author’s wholesale condemna- 
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tion of national employment policies throughout 
the rest of the book. 

There need be no conflict, of course; but the 
author does not make this clear, because he no- 
where distinguishes between employment poli- 
cies that hinder and those that promote inter- 
national trade. His failure to draw this distinc- 
tion may be due to his bitter (and justified) 
hatred of nationalism, which blurs his analyti- 
cal vision and incapacitates him for an objective 
appraisal and presentation of the problem. This 
makes him a poor fighter for a worthy cause and 
an unreliable guide for the lay reader. The 
merit of the book is that it focuses attention on 
an important problem. It is a pity that it con- 
tributes so little toward solving it. 


TrBoR SCITOVSZKY 


Stanford University, California 


The Economic Aspects of Argentine Federalism, 
1820-1852. By Miron Burcin. Cambridge, 
Mass.: Harvard University Press, 1946. Pp. 
xiv-+304. $4.00. 

Dr. Miron Burgin is well known to students 
of Latin-American affairs as the editor-in-chief 
of the bibliographical Handbook of Latin Ameri- 
can Studies. The present volume, a product of 
the author’s field work as a research fellow in 
Argentina and of graduate work at Harvard, 
does him credit as a researcher in his own right. 

The stated purpose of this study in Argentine 
economic history is “to direct attention to the 
economic factor which formed the background 
for and was at the same time an important in- 
gredient of the historical process that guided 
the Argentine nation from the stormy days of 
the Constituent Assembly through suma del 
poder piblico to Caseros” (pp. ix-x). Thus, 
Burgin carries the reader from the constitu- 
tional quarrels among the “United Provinces” 
—following soon upon the Revolution of 1810 
and leading up to the establishment of a nation- 
al executive in 1826—through the dictatorship 
of Juan Manuel Rosas, which began in 1835 and 
ended with his overthrow in 1852. Actually the 
scope of the book is even more inclusive than 
that. It gives a brief but excellent view of the 
late colonial period which provided the econom- 
ic setting for the revolution, as well as a full- 
fledged economic and financial history of the 
ensuing period. 

Briefly, these are the economic bases of Ar- 
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gentine federalism with which this book deals: 
As the mercantilist colonial empire of Spain was 
broken up, Buenos Aires emerged as the chief 
trading center and gateway to the whole liber- 
ated River Plate area. It succeeded to Lima’s 
predominance, as trans-Andean trade lost its 
place as a vital link in transatlantic commerce. 
The interior and riparian provinces were laid 
low as their former markets, Peru and Bolivia, 
failed to become members of the Argentine con- 
federation; even the internal and interprovincial 
markets (particularly that of Buenos Aires) of 
these provinces were threatened by overseas 
competition, now entering through the open 
gate. Hence, only a federalist enterprise could 
achieve a workable constitutional framework 
for a compromise between the provinces and 
Buenos Aires. In this way alone could catastro- 
phe be averted, namely, by insuring a gradual 
rather than an abrupt decline of the interior 
and its adjustment to the inevitability of the 
portewo ascendancy. 

Viewed against this background, the struggle 
between the federalist and the unitary parties 
in the provinces and in Buenos Aires—around 
which the politics of that period revolved—does 
not appear to have been primarily one of ideol- 
ogies. Rather the line-up was an opportunistic 
one, according to economic interests. The same 
party labels even meant different things in 
Buenos Aires and the rest of the country. 

While Dr. Burgin admits that much, he takes 
exception to the view of those historians to 
whom Argentine federalism of that period, 
“rooted in the poverty and ignorance of the 
masses, was neither a system nor a program, 
but rather an instrument of political oppression 
for the caudillo and his satellites” (p. 112). 
Rather, he not only acknowledges the existence 
of a “federalist doctrine” but also credits it with 
being “much closer to Argentine reality than 
unitarism, for it showed a clearer insight into 
the complex fabric of Argentina’s economy as 
well as into the processes of the country’s eco- 
nomic development” (p. 113). And he views 
Rosas and the federalists as “the guardians of 
revolutionary tradition”’ in the sense that “they, 
and not the unitaries, expressed the true eco- 
nomic interests of the province . . . .” (p. 269). 

And yet the author himself very effectively 
shows that Rosas—the champion of the “fed- 
eralist cause”—merely pursued under “‘federal- 
ist” guise the interests of the powerful groups of 
landowners and cattle-breeders and, incidental- 
ly, his own interests, while promoting portefio 
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hegemony whenever it came to a test, as it did 
in his fiscal, tariff, and land policies. And Dr. 
Burgin himself concludes that, in the end, the 
provinces perceived “hardly any difference be- 
tween Rosas and Rivadavia, between portefio 
federalism and unitarism.” Furthermore, to the 
porteno middle class, ““Rosas revealed himself as 
the champion of the wealthy landowners, cattle 
breeders and meat producers, who were the real 
beneficiaries of the federalist regime” (p. 245). 
Thus, Dr. Burgin’s own evidence would seem to 
lend some support to that skeptical view of both 
the “issues” of “federalism” versus “‘unitarism”’ 
which the author repudiates and of Rosas him- 
self, the “Restorer of the Laws,” whose personal 
stakes in the clash of interests are not fully 
brought out. 

However, possible disagreement with the au- 
thor on matters of interpretation should in no 
way detract from the book’s merits as a histori- 
cal case study, which brings into relief the social 
and political manifestations of economic power 
and the problems created by its dislocation. 

The amount and variety of original sources 
studied and the care which the author has taken 
to make available statistical data and other 
documentation are impressive. In certain parts, 
however, by virtue of his thoroughness, he 
sometimes diverts the reader’s attention from 
the central topic (the clarification of the eco- 
nomic aspects of federalism in Argentina) into 
minutiae—e.g., of public finances and their 
changing intricacies over the years—beyond the 
point where their connection with the main line 
of thought is easily apparent. This is a drawback 
to the book’s easy readability. With this one 
reservation, both presentation and style also are 
deserving of praise. 

Dr. Burgin has a revealing story to tell, and 
he tells it very well indeed. 


GEORGE F. Ro#Ricu 
Washington, D.C. 


American Tariff Policy towards the Philippines, 
1898-1946. By Pepro E. ABELARDE. New 
York: King’s Crown Press, 1947. Pp. viii+ 
233. $2.75. 

But for the outbreak of the war between the 
United States and Japan, this study would have 
been published in 1941. Printed and cased by 
December 7 of that year, it failed to survive the 
sack of Manila. At the present time, the author 
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—formerly of the department of political science 
at the University of the Philippines (and during 
the occupation a peddler in his home islands) — 
has re-written the book and has added a final 
chapter, bringing it up to July 4, 1946. 

In broad outline, Aberlarde has attempted 
“to show the role of the Congress of the United 
States in handling tariff legislation for the 
Philippines”; secondarily, and by implication, 
to present the impact of such legislation on the 
Philippine economy. 

American policy with respect to the Philip- 
pines has been responsible for shaping the devel- 
opment of those islands and has forged ties be- 
between the two economies not easily broken. 
“The author is not one of those who feel,” 
writes Aberlarde in his Foreword, “that Philip- 
pine dependence for nearly fifty years upon the 
United States has been bad for the islands; quite 
the contrary. But wherever the Philippines may 
eventually arrive, and whatever the form and 
philosophy of the government which might be 
instituted there, it is certain that the laws, the 
development of which is here described, will 
have in large measure prescribed the result.” 

By way of beginning, the author presents the 
familiar thesis that the acquisition of the Philip- 
pines (as an incident of the Spanish-American 
War) represented a phase of the drive for out- 
lets for America’s ever increasing capital. While 
conceding the importance of certain other politi- 
cal influences in the Far East, he asserts that 
“commercial motives were among the primary 
causes for the ultimate insistence by the Ad- 
ministration [McKinley’s] on the cession of the 
entire archipelago.” 

Following his Introduction, the author has 
divided the study into five chapters under the 
following headings: (1) ‘‘Customs Tariff under 
the Military Government”’ (August 20, 1898, to 
March 8, 1902) ; (2) ‘“The Act of March 8, 1902” 
(March 8, 1902, to August 5, 1909); (3) “‘At- 
tempts To Revise the Philippine Tariff Laws 
during 1905-1908” (August 5, 1909, to October 
3, 1913); (4) “Development of Policy” (Octo- 
ber, 1913, to March, 1934); and (5) “The Ap- 
proach to Independence” (May, 1934, to July, 
1946). 

These chapters are fairly detailed, carefully 
documented accounts of the Philippine tariff 
provisions enacted by Congress during almost a 
half-century—the hearings, the debates, and the 
lineup of American interest. 
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Much of this, of course, is ground covered be- 
fore in studies of American tariff policy and in 
the works of the leading students of “dollar 
diplomacy.’’ Coming as it does at this time, 
however, when a re-examination of many of our 
past policies is called for, it makes useful and 
interesting reading. If one is forced, now and 
then, to blush at the expressions of self-interest 
and special privilege (not to mention sheer stu- 
pidity and misrepresentation) which received 
serious consideration in the formation of Ameri- 
can policy, one can also applaud the occasional 
gestures of generosity and consideration for a 
subject people. A part of the self-approbation 
associated with measures to advance Philippine 
independence is dulled when one considers the 
supporters and the reasons advanced for it. 
Those responsible for the administration of the 
Philippine government—the military, the resi- 
dent governors, the specialists—show up to bet- 
ter advantage in Aberlarde’s presentation than 
does Congress. 

It is apparent now that whatever farsighted- 
ness and generosity prevailed paid off in divi- 
dends of loyalty from the Philippine people dur- 
ing the period of crisis. 

However the Philippines might have fared 
with the approach of their independent status, 
had the shared experience of World War II not 
intervened, there can be no denying that the 
treatment that has been accorded them now has 
been generous. 

One might wish that the author had allowed 
himself more space to expand his all-too-brief 
reference to the Philippine economy itself and 
to the effect of American policy thereon! What 
about the advisability of restoring the sugar in- 
dustry (rather thoroughly destroyed by the 
Japanese) in the light of the eventual separation 
of the Philippine and American economies? 
More details on the areas of land well adapted 
to sugar production would have been useful to 
an understanding of what is needed in the way 
of future development. What about the planta- 
tion system and the demands of Philippine dis- 
sidents for land reform? Surely these are con- 
siderations which Aberlarde, with his war ex- 
periences behind him, might have enlarged upon 
to the benefit of his American readers. As it 
stands, the orientation is toward the past rather 
than the future. 

ALvIN E. Coons 


Ohio State University 
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Kapitalexport und swischenstaatliche Waren- 
bewegungen: Eine theoretische Betrachtung. 
By Jirc J. ScowenTer. Bern: Verlag A. 
Francke AG., 1945. Pp. viii+9o0. 


This essay in the pure theory of international 
capital movements takes up the discussion 
where it stood twelve or fifteen years ago and, on 
the whole, leaves it there. One problem which 
seems to interest the author particularly is 
whether a capital transfer is likely to come 
about mainly through increased commodity 
exports from the lending country or through 
diminished imports into that country. At 
first (p. 54) the conclusion is reached that the 
latter possibility is just as likely as the former, 
but later on (p. 78) the author discovers con- 
ditions that make the former more probable 
when capital moves from advanced industrial 
countries to relatively undeveloped areas. 


The shifts of demand for various groups of 
commodities—export. import, and home-mark- 
et goods in both the lending and the borrowing 
countries—are subjected to a long and laborious 
analysis (pp. 15-34) based on varying assump- 
tions regarding the type of goods affected in 
either country, the degree of utilization of pro- 
ductive capacity, and the consequent changes in 
cost conditions. The discussion is inconclusive, 
tending to show that anything may happen; 
and the factors on which the outcome depends 
in Schwenter’s analysis present no startling 
novelty. 

Despite this analysis of demand shifts, 
Schwenter’s subsequent discussion of the trans- 
fer mechanism tends to fall back on the simple 
traditional view which links gold movements 
with changes in price levels via changes in the 
quantity of money (see, e.g., p. 62). Schwenter’s 
treatment runs generally in terms of stocks 
rather than flows. At the very outset (p. 2) he 
states that, after the transfer, the “volume of 
capital” is smaller in the lending and larger in 
the borrowing country than it was before. This, 
of course, does not make sense if the capital ex- 
ported is conceived as coming out of the flow of 
new saving in the lending country. Schwenter’s 
approach may be illustrated by the following 
sentence with which he begins his chapter on 
the transfer mechanism: “When a capital export 
takes place from A to B, the volume of purchas- 
ing power is diminished in A by the amount of 
capital exported and increased in B by the same 
amount; and this means, in the last analysis, 
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that the stock of commodities in A diminishes 
by an amount corresponding to the capital ex- 
port, while B’s commodity stock is increased by 
the corresponding amount” (p. 44). This ap- 
proach to the transfer problem was not uncom- 
mon in the past. In the light of the more recent 
flow analysis of income, output, saving, and in- 
vestment, it strikes one as an unfruitful and un- 
realistic approach. 

RAGNAR NURKSE 


Institute for Advanced Study 
Princeton, New Jersey 


Industrial Peace and the Wagner Act. By THEO- 
DORE ISERMAN, with a Foreword by LzEo 
Woman. New York: McGraw-Hill Book 
Co., Inc., 1947. Pp. 91. $1.50. 

This little paper-covered book carries the 
subtitle, ‘“How the Act Works and What To Do 
about It,” the latter part of which states the 
primary purpose of the book. It is very evident 
that it was written to influence the action of 
Congress on current proposals for radical 
changes in the Wagner Act. 

The author, a well-known attorney who has 
represented employers in numerous legal bat- 
tles, has no use for the Wagner Act. According 
to his account the Wagner Act was passed to 
lessen strikes. Instead, it has greatly increased 
the number of strikes. It has had this result 
because under it “strikers run no risks, but reap 
rewards.”’ According to the author, no matter 
how unjustified a strike may be—even when the 
strikers have been guilty of acts of violence— 
the Board will assure jobs to the strikers and 
bargaining right to the union and will, when it 
can, decide the dispute in the way the union 
wishes. The Board under the Act “forces people 
into unions” and “gives preferred unions dan- 
gerous power” while it ‘annihilates independent 
unions,” At every turn the Act, as administered 
by the Board, places the employer at a dis- 
advantage in collective bargaining. “Contrary 
to the Act’s intent, [the] Board unionizes man- 
agement people.” Perhaps worst of all, the “Act 
limits [the] court’s power to correct the Board.” 

As a remedy for these evils, the author advo- 
cates drastic restrictions upon the right to 
strike, without forbidding all strikes. In reach- 
ing decisions the Board should be bound by 
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strict legal rules of evidence, and it should no 
longer be permitted to act both as judge and 
prosecutor. Management’s rights to manage 
should be guaranteed by law and workers 
should be safeguarded against being unionized 
against their will. Independent unions and mi- 
norities should be protected in their rights, and 
all certifications of collective-bargaining repre- 
sentatives should be made subject to court re- 
view. A long list of unfair labor practices pro- 
hibited to the unions should be added to the 
Act. Unions should be made subject to the anti- 
trust laws, and union monopolies should be 
vigorously prosecuted. Under no circumstances 
should more than one employer be included 
within any bargaining unit, and only local 
unions should be certified as collective-bargain- 
ing representatives. 

Many, if not most, of the statements made 
by the author about the Wagner Act and its 
interpretation are contrary to the Board’s own 
statements as to what the Act means. N.L.R.B. 
decisions are cited in support of most of the 
statements but, frequently, decisions to the 
contrary are ignored, even when of more recent 
date. The changes in law advocated by the au- 
thor are so numerous that limitations of space 
have forced the reviewer merely to indicate 


their general character by quoting the major 
headings in the book. The scope of the proposed 
restrictions upon unions is so broad as to bring 
to mind the closing sentences of Peter Finley 
Dunne’s “Dooley on the Closed Shop,” written 
fifty years ago: 


“But,” said Mr. Hennessey, “these open shop 
min ye minshun say they are fur the unions if prop- 
erly conducted.” 

“Shure,” said Mr. Dooley, “if properly con- 
ducted. An’ there we are. An’ how would they have 
thim conducted? No strikes, no rules, no conthracts, 
no scales, hardly any wages, and damn few mim- 
bers.” 


But it is not as a scholarly treatment of the 
problem of promoting industrial peace that this 
book is to be appraised. To academic students 
of this problem its value lies primarily in the 
fact that it is a forcible presentation of the point 
of view of the uncompromising critics of the 
unions and the Wagner Act within the ranks of 
the employers. In labor relations, what the re- 
spective parties believe to be the facts is no less 
important that what the facts really are. For a 
brief presentation of what an important segment 
of employers and their attorneys believe about 
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the unions and the present law governing labor 
relations, this book is highly recommended. 


Epwin E. Witte 
University of Wisconsin 


French Labor: From Popular Front to Liberation. 
By Henry W. Exnrmann. New York: Oxford 
University Press, 1947. Pp. x+3209. $4.00. 


The content of this book is indicated by its 
title and the subheadings of its three main parts: 
“‘Prewar, 1934-1939”; “War, September, 19390— 
May, 1940”; “Vichy, June, 1040—August 
1944.” Three appendixes contain the preamble 
of the statutes of the reunified Confédération 
Générale du Travail of March, 1936, the text of 
the Matignon Agreement, and a membership 
table of the unions affiliated with the C.G.T. for 
the years of 1936 and 1937. 

In its main outline and its careful attention 
to detail, the book is a worthy sequel to the well- 
known studies of David Saposs and R. Clark, 
whose stories it brings up to date. It is in the 
nature of the period discussed that the “pure 
trade-unionist” aspects of the movement take 
up comparatively less space than in Saposs’ 
book, while political issues are somewhat more 
emphasized. It would have been meaningless to 
talk at great length about the surface phenom- 
ena of French industrial relations without a 
thorough examination of the changing political 
foundations upon which they rested. If, in 1933, 
only some 7 per cent of all wage-earners came 
under collective agreements while, four years 
later, collective agreements had become the 
typical wage agreement in French industry, the 
change is comprehensible only in the light of the 
political developments: the advent to power of 
the Popular Front regime. 

The main issue of the entire period was the 
relationship between the high social tension of 
the country and its perilous international situa- 
tion. How the French unions confronted this 
issue before the outbreak of the war is the prin- 
cipal content of the first part of the book. Mr. 
Ehrmann’s main explanation of the failure of 
the unions to co-ordinate their domestic and in- 
ternational policies is contained in these sen- 
tences: 

The entire philosophy of trade-union “inde- 
pendence” was based on an aloofness of labor from 
happenings outside the sphere of its immediate in- 
terests; the problems of politics and especially those 
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of world politics were considered out of bounds. In 
this orientation were the deepest roots of the in- 
ability of many French trade unionists to under- 
stand the nature of international fascism, its meth- 
ods and goals. Their lack of understanding resulted 
in bewilderment, mistakes, and eventually betrayal 
of their class and their country [p. 111). 


With such a conclusion this reviewer will, nat- 
urally, not quarrel. 

However, this explanation is not always suc- 
cessfully translated into the concrete terms that 
apply to a particular problem. Mr. Ehrmann 
shows remarkable insight into the real signifi- 
cance of issues when he attributes to the 
struggle around the cing fois huit (“the forty- 
hour week”’) more symbolical than real econom- 
icimportance, apart from the scarcity of certain 
skills. But some of the other economic policies 
of the Blum regime, particularly those in the 
monetary field, are less thoroughly analyzed, 
and the failure of the unions to understand the 
need for measures to increase output while 
raising wages is perhaps not clearly enough 
demonstrated. 

Minor disagreements might be expressed re- 
garding the author’s interpretation of the events 
of February, 1934, and the Communist attitude 
during the negotiations with the Socialists. In 
February, the Communist leaders were in fact 
overwhelmed by their own followers who clam- 
ored for co-operation with the Socialists and 
trade-unionists against the Fascist danger. 
Moscow ratified the accomplished fact and 
turned it into a cornerstone of a new “line,” the 
Popular Front policy, nationally and interna- 
tionally. However, it never entered the Com- 
munists’ mind to abandon the independent ex- 
istence of their party—not because “the com- 
munist party still had possibilities of develop- 
ment,” as Mr. Ehrmann believes the explana- 
tion to be (p. 31)—but because such political 
suicide would not have served any Communist 
purpose whatsoever. To this day Communist 
parties have nowhere really merged with a So- 
cialist party, close as the alliance might be here 
or there. 

The second part of the book dealing with the 
war period brings out some of the almost in- 
credible shortcomings of French economic pol- 
icy in 1939-40. Instead of being encouraged to 
do overtime work, the workers were being pe- 
nalized for it by being paid less than straight- 
time rates, finally as little as 60 per cent of the 
straight-time rates. No one in authority in 
France had apparently ever heard of backward- 
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sloping supply curves! Another important point 
clearly revealed in Mr. Ehrmann’s study is the 
degree to which French labor was militarized 
and bureaucratized during the war. The first 
was tragic, but perhaps difficult to avoid since 
the attitude of the Communists toward the war 
had undergone so sudden a change in Septem- 
ber, 1939 (although one doubts that, without 
the Communist turnabout, the French govern- 
ment of the time would have had the imagina- 
tion to use less militaristic methods). In any 
case, there is hardly an excuse for the determi- 
nation of working conditions in defense indus- 
tries by the minister of labor and the ministries 
ordering the goods. 

A question mark, I believe, may have to be 
added to Mr. Ehrmann’s relative optimism re- 
garding the future unity of the Communist and 
non-Communist parts of the French labor move- 
ment. Mr. Ehrmann expected such unity to last 
“as long as the former Allies maintain their 
unity” (p. 280). The main basis for the unity of 
the French trade-unions at this stage is, how- 
ever, the weakness of the non-Communist ele- 
ments. A split would simply mean, at this mo- 
ment, that the Socialists would be isolated from 
the workers. 

All in all, Mr. Ehrmann’s book is an excellent 
record and a remarkably intelligent interpreta- 
tion of a troubled period in French labor history. 


ApOoLF STURMTHAL 
Bard College 
Annandale-on-Hudson, New York 


The Postwar Programme of Swedish Labour: A 
Summary in Twenty-seven Points and Com- 
ments. By the SWEDISH TRADE UNION FEp- 
ERATION. Stockholm, Sweden: Landsorgani- 
sationen, 1946. Pp. 151. Bil. t. cirk. 25. 


This booklet is a translation and a résumé of 
a joint statement on economic policy of the 
various branches of the Swedish labor move- 
ment, primarily the Trade Union Federation 
and the Social-Democratic Labor party. The 
Swedish edition was published during the Euro- 
pean war (1944). Among the authors were the 
Swedish minister of finance, Ernst Wigforss, 
with whose name is associated the well-known 
countercyclical fiscal policy of the country dur- 
ing the edrly thirties; Professor Gunnar Myr- 
dal, now minister of commerce; and Dr. Richard 
Sterner, Myrdal’s associate in the Carnegie- 
sponsored investigation of the American Negro 
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problem. As a product of the best thought of 
one of the most successful labor movements in 
the world, the program deserves careful study. 

The main items come under three headings: 
full employment, fair distribution and higher 
living standards, greater productive efficiency 
and increased industrial democracy. We shall 
discuss them in this sequence. 

Although the full-employment program it- 
self has become the stock-in-trade of labor 
and progressive organizations everywhere, the 
Swedes have presented it in an interesting fash- 
ion. Their general price policy is that ordinarily 
associated with neutral money concepts, favor- 
ing falling prices in step with decreases in the 
cost of raw materials, more efficient production, 
and removal of monopoly profits. The methods 
suggested for achieving full employment place 
main emphasis on housing, guaranteed markets, 
and subsidies to large families to stimulate con- 
sumption, while public works have been given a 
less prominent place. 

Some inklings of the ideas of secular stagna- 
tion appear in the emphasis placed upon the ap- 
proaching stability of the size of the Swedish 
working population. It is not difficult to dis- 
cover Myrdal’s hand in such warnings as these 
that the consequent loss of incentive to expan- 
sion will lead to technological backwardness and 
monopolistic tendencies. This is somewhat 
clarified (or perhaps qualified) by another state- 
ment (p. 75) recognizing that investment op- 
portunities may also be found in higher living 
standards: 


....but those outlets for investment may be 
difficult for private enterprise to discern. Entre- 
preneurs may easily become a prey to pessimism if 
left to shift for themselves. It was one thing, it may 
be argued, to invest capital in a growing community 
under conditions of violent industrial expansion. 
It is quite another when population is no longer 
growing and industrialism is beginning to reach a 
stage of maturity. As time goes on these inevitable 
changes will weaken the basis for individual plan- 
ning of investment. 


In the field of international trade, the pro- 
gram accepts, as far as I can see, the techniques 
which became the compromise of Bretton 
Woods between stable exchange rates and the 
requirements of domestic full-employment poli- 
cies. It opposes bilateral trade-arrangements 
and favors what is called “organised free trade,”’ 
which is (not quite clearly) defined to mean 
government control of trade “in order to pre- 
vent too rapid fluctuations but nevertheless at- 


tain at least the same degree of international 
division of labour as under a system of ordinary 
free trade” (p. 57). 

Coming from Socialists, the opinions ex- 
pressed in the program under the heading of 
fair distribution are refreshingly unorthodox. 
The Swedish unions accept the idea that short- 
ening of working hours is to be considered a par- 
tial alternative to higher material standards. 
They refuse to regard rationing of the available 
work as a substitute for full employment. Myr- 
dal’s influence upon the program appears again 
in the demand for “a more even distribution of 
the cost of children through social benefits to 
families.” But the most novel feature of this 
part of the program is its admission of a need for 
a balance between greater equality and the en- 
couragement of individual enterprise by the 
promise of higher rewards. ‘The workers do not 
intend to reduce rates in order to prevent 
capable and energetic people from earning 
more” (p. 119). 

Next follows that part of the program which, 
for a reader in the United States, is perhaps 
most interesting—the section dealing with the 
need for greater efficiency. Instead of a defense 
of restrictive practices, the program abounds 
with the most explicit demands for maximum 
production. Merely as an illustration, we quote 
two of them: 

It should be observed that a great part of the 
equality policy advocated by Social Democrats 
is only a stage in the effort to raise national pro- 
ductivity, as it raises physical standards, trade 
skill, education, inventive resource and organisa- 
tional talent. Moreover, whenever possible, social 
welfare policy will be formulated to stimulate in- 
dustrial efficiency in other ways than by increasing 
the efficiency of the human element, i.e. labour 
[p. i126]. 

. The economic forces which promote a more effec- 

tive utilisation of the productive resources of the 
nation must be husbanded and strengthened. This 
is one of the main principles on which the Labour 
Movement bases its programme [p. 132]. 


With a certain nostalgic feeling, the American 
reader will hear Swedish unionists proclaim that 
“the State housing authorities should retain and 
extend their control over housing production 
and utilize it to enforce rationalization and the 
reduction of building costs.” 

The need for higher efficiency leads the au- 
thors to advocate the use of price controls as a 
means of pressure upon high-cost producers, 
with maximum prices to be fixed “in proportion 
to the production costs of the most efficient 
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manufacturer.” The exact meaning of this is 
somewhat obscure, but the general tendency is 
quite clear. 

Probably of more permanent interest are the 
proposals for the introduction of what is called 
industrial or plant democracy as a means of 
higher efficiency. Workers’ safety committees 
have already been established and Swedish em- 
ployers have acknowledged the workers’ right 
to negotiate on seniority in layoffs and dismis- 
sals. The next step is to be in the direction 
of higher efficiency. 


Every employee, whatever his status, must learn 
to take a positive interest in production problems 
and become to some extent co-responsible in direct- 
ing policy. They can then feel assured that they will 
reap equal benefits from any technical and eco- 
nomic improvements [p. 143). 


It is significant that this share in plant adminis- 
tration is to be obtained, if possible, through 
union agreements rather than political action, 
since it is recognized that formal rights alone 
would not help. 


Workers’ representatives must feel they have 
their comrades’ consolidated opinion behind them; 
they will not hesitate then, even if called upon to 
share responsibility for decisions of the management. 

Only the Trade Union Movement can decide how 
far these fundamental conditions at workplaces and 
among managements already exist, and it devolves 
upon the Trade Union Movement to negotiate 
agreements to extend industrial democracy [pp. 
143-44]. 


The crowning statement in this remarkable 
document of intellectual maturity is a sentence 
concluding a discussion of public administra- 
tion: “Initiative, not the mere avoidance of 
mistakes, should be the standard set for all ad- 
ministrative staffs” (p. 142). 

Finally, public ownership of industry is not 
regarded as a cure-all but is restricted to the 
cases where “the entire field of production is 
dominated by a single combine or concern, or 
where competitive production is not feasible for 
economic reasons” (p. 28). In other cases the 
program provides for state-supported efficient 
competition in order to break down private 
monopolies. The Swedish co-operatives have 
pioneered in this field. Whether government- 
sponsored enterprise can compete with private 
business, without causing fear of unfair and 
superior competition, remains to be seen. 

Once again Swedish labor seems to have set 
an interesting pattern of social progress worthy 
of its past great achievements in this field. A 
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careful scientific investigation of the develop- 
ments since the program was adopted would be 
welcome, particularly since the authors of the 
program have been in office since July, 1945. 


Apo.tF STURMTHAL 
Bard College 
Annandale-on-Hudson, New York 


Wages under National and Regional Collective 
Bargaining. By Ricuarp A. LESTER and 
Epwarp A. Roste. Princeton: Industrial 
Relations Section, Princeton University, 
1946. Pp. 99. $1.50. 

The problem of industry-wide bargaining has 
always been a significant one, but at present it 
is particularly significant in view of recently pro- 
posed federal legislation to outlaw national 
labor contracts. One must admit that a good 
many of the arguments now voiced both for and 
against national collective bargaining seem 
based on fancy far more than on fact. This 
study thus appears at a most opportune mo- 
ment, for its framework is grounded in the stub- 
born facts of reality. It deals with wages under 
national and regional bargaining in the follow- 
ing industries: pressed and blown glassware, 
pottery, stove, full-fashioned hosiery, silk and 
rayon dyeing and finishing, flat glass, pulp and 
paper. 

One of the most important questions relative 
to industry-wide bargaining is: Under what con- 
ditions can such bargaining arise and be main- 
tained? The authors dispel many of the faulty 
notions about this question by showing that na- 
tional (and regional) bargaining can arise under 
a variety of circumstances. Thus, for example, 
it is not necessary that the industry be a highly 
competitive one with a large ratio of labor costs 
to total costs. Similarly, piece rates are not an 
absolute prerequisite. Again, although a part of 
the industry is organized, national bargaining 
can still be successful. Nor is uniformity of wage 
rates an absolute necessity. 

While the authors’ emphasis on factors which 
are not always necessary to bring about national 
bargaining is a most useful one, they might well 
have gone further in a positive direction by ex- 
ploring several other matters. For instance, 
what has been the relative weight of each of 
these factors in determining the success of in- 
dustry-wide bargaining? Which of the various 
factors that they list has occurred most fre- 
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quently in the inception of national bargaining? 
One can well state that industry-wide and re- 
gional bargaining arise when the parties find 
this to their mutual benefit (after taking due ac- 
count of their respective bargaining power). It 
would be highly useful to explore what “mutual 
benefit” signifies in each of the cases studied by 
the authors. From such an analysis a positive ex- 
planation of the forces generating industry-wide 
bargaining might well emerge. Such an analysis 
would probably show that “structural” forces 
impinging on each bargaining unit have been 
responsible for the emergence of industry-wide 
bargaining. And that these forces are becoming 
more important over time seems to be indicated 
by the fact that the extent of national bargain- 
ing is far greater today than at the time McCabe 
made his study in 1912. In the light of such a 
“natural” development, one may well question 
the wisdom of legislative proposals to outlaw 
national bargaining where it has already gained 
a foothold. (Witness the criticism recently 
voiced against such legislation by the employers 
in the men’s clothing industry.) As for the in- 
dustries where national bargaining is not yet the 
rule, historical experience subtly dictates that it 
is far wiser to let the parties decide certain 
policies for themselves than to legislate these 
policies for them. 

In analyzing the economic effects of national 
and regional bargaining, the authors’ contribu- 
tion is most useful in pointing up the fallacy of 
certain beliefs quite widely held. For example, 
national bargaining has not led to any restric- 
tion of technological improvement. Similarly, 
bargaining on a multilocal basis has not resulted 
in any monopolistic or collusive practices be- 
tween labor and management. Again, in the in- 
dustries analyzed, industrial unrest has actually 
been reduced since the inception of national 
bargaining. Finally, the study indicates some 
of the problems involved in the attempts to en- 
force geographical wage uniformity. 

On the whole, the book is a useful contribu- 
tion to the literature in the labor field. This is 
the first time since McCabe’s study in 1912 that 
the fruits of experience with multilocality bar- 
gaining in a number of industries have been 
gathered between two covers. It should be em- 
phasized, however, that the authors are con- 
cerned exclusively with the wage element of 
collective bargaining. It is hoped that they 
will shortly explore the nonwage factors in 
national and regional collective bargaining. 
Such an exploration would be particularly use- 


ful at this time, when the trend in bargain- 
ing seems to be “to follow the leader” in wage 
changes. Under such circumstances, the changes 
in the nonwage elements of the bargain (which 
are apparently bargained outside of the 
“leadership” context) have a far more im- 
portant bearing on changing costs than does 
the wage factor. 


JOSEPH SHISTER 
Yale University 


Agenda for Progressive Taxation. By Wit1AM 
VicKREY. New York: Ronald Press Co., 
1947. Pp. xi+496. $4.75. 

The purpose of the book is the consideration 
of possible reforms in our progressive taxes— 
the personal income taxes and death taxes— 
necessary for the attainment of the goal of pro- 
gressive taxation and for the avoidance of un- 
desirable repercussions in the economic system. 
The goal of progressive taxation is outlined as 
the promotion of economic equality. The basic 
philosophy underlying the reform proposals is 
the view that all taxes should be “neutral,” 
that is, they should not affect individual choices 
of action, except in so far as such is desired as 
a matter of deliberate policy. 

The major proposals for immediate reform, 
designed to eliminate the chief avenues of avoid- 
ance of progression, include: 


1. Taxation of capital gains, including those not 
realized prior to death, on the same basis as other 
income. 

2. Replacement of the exemption of interest on 
state and local bonds by a tax credit equal to a 
certain percentage of the interest. 

3- Inclusion of interest on life insurance reserves 
in the incomes of policy holders. 


More fundamental reforms, proposed for 
further study and gradual introduction, include: 


1. A system of cumulative averaging of income 
taxes, designed to insure that the total tax burden 
paid over a period of years will be the same regard- 
less of whether or not the income fluctuates from 
year to year within the period. 

2. Replacement of the present estate tax by a 
successions tax, based upon what the author calls 
“bequeathing power.” By this procedure the total 
tax burden on a particular estate passing from one 
individual to another would be the same regardless 
of the number of intermediate transfers which 
occurred before the second person finally received 
the estate. 
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3. Consideration of the use of a spendings tax 
as a supplement to the income tax in the middle- 
income brackets. 

4. Collection for the states by the federal govern- 
ment of income taxes at state-imposed rates. 


In addition to these major reforms, a number 
of minor changes in the federal personal income- 
tax structure are considered, as well as a group 
of more fundamental revisions, desirable in the 
interest of equity but difficult of administration. 
These include such measures as the inclusion of 
the rental value of owned homes in taxable in- 
come and the amortization of training expenses 
out of future earnings. 

The book represents a substantial contribu- 
tion to the field of tax literature. Comprehen- 
sive studies of this type of various aspects 
of the tax structure are essential as a basis 
for tax reform. Although primary considera- 
tion is given to principles of equity, the author 
is aware of administrative problems involved. 
Tax administratrators would undoubtedly feel, 
however, that in some instances he minimizes 
administrative difficulties. The author has 
had the benefit of the extensive research work of 
the United States Treasury Department in 
the field of income taxation, much of which 
has never been published. The level of the 
analysis is definitely academic; the book is not 
designed for popular consumption. 

Many readers would not be willing to accept 
all of Dr. Vickrey’s conclusions. For example, 
the treatment of capital gains arising out of gen- 
eral price-level increases is not adequate. The 
discrimination in favor of homeowners, which 
is emphasized, is lessened in significance by 
the 10 per cent optional deduction. Some 
favorable treatment for home-owners can 
be justified on nonfiscal grounds and could 
be limited to the lower- and middle-income 
groups. The bequeathing-power basis of the 
successions tax requires much more clari- 
fication than the author gives it before the 
plan would receive serious consideration from 
@ congressional committee. Some sections 
of the book are unnecessarily difficult to 
understand; portions of the successions-tax 
analysis are almost incomprehensible, even 
upon very careful reading. The statement in re- 
gard to the status of service-pay exclusion was 
not brought up to date; the present law excludes 
all enlisted-personnel pay and the first $1,500 
of officer pay. 

Joun F. Dur 
University of Utah 


Planning and Paying for Full Employment. Ed- 
ited by ApBA P. Lerner and Franx D. 
GraHAM. Princeton: Princeton University 
Press, 1946. Pp. 222. $3.00. 


This book contains papers prepared by 
eleven economists for a conference on achieving 
peacetime full employment in the United States. 
The conference was called in the summer of 
1944 by the American Labor Conference on In- 
ternational Affairs. Although these papers were 
prepared before the war had ended, they antici- 
pated a number of problems which are now aris- 
ing, as well as others which are very likely to 
become important in the future. 

Professor Abba Lerner’s contribution, “An 
Integrated Full Employment Policy” (pp. 163- 
220), surveys most completely of any paper in 
this collection the importance of full employ- 
ment and the probiems likely to be met in 
achieving this objective. Lerner’s method of 
looking at the problems is well known to those 
familiar with his concept of “functional fi- 
nance.” Government has available three pairs 
of elementary financial instruments: (1) buying 
and selling, (2) subsidizing and taxing, and 
(3) lending and borrowing. These can be used to 
encourage a total rate of spending which will 
maintain full employment without inflation. 
Lerner’s preference is for heavy reliance upon 
taxation and subsidization as techniques for en- 
couraging full employment or discouraging in- 
flation. Use of this pair of devices permits sepa- 
ration of problems of resource allocation and full 
employment—a separation which cannot be 
made when governmental investment is the 
primary policy variable. 

Lerner recognizes that objectives other than 
full employment must be considered in formu- 
lating full-employment policy. For example, as 
a device for reducing monopoly power, counter- 
speculation—government open-market opera- 
tions in commodities—is proposed. He also 
blesses tax changes which would permit govern- 
ment to share more completely in private busi- 
ness losses as well as in profits. 

Two aspects of Lerner’s discussion may 
arouse disagreement even among those who 
agree with his general position. One is his tend- 
ency to minimize the need for foresight (and 
hence formal estimates of such variables as na- 
tional income, employment, and prices) in mak- 
ing policy decisions. Although operation by 
trial and error may bring much better results 
than have been achieved in the absence of a full- 











employment policy, the variability in results 
might be narrowed by concerted attempts to 
improve estimation procedures. The other area 
of potential disagreement is with respect to 
wage policy. Lerner recognizes that controls 
may have to be placed upon wages or prices to 
prevent his suggested policies from resulting in 
inflation instead of full employment. His sug- 
gestions go little beyond this recognition, how- 
ever. 

Alfred Braunthal believes that the “patriotic 
motives” and pressure of public opinion, which 
(together with governmenta! wage control) re- 
strained wage demands during the war, will be 
at work in an economy of full employment. 
“The workers will have so high a stake in the 
preservation of such a system that labor unions 
could not afford to render its working difficult 
by unwarranted wage demands” (p. 145). This, 
together with a greater feeling of economic se- 
curity, will, in Braunthal’s judgment, tend to 
result in a rational wage policy. His optimism 
may be questioned. 

Both Frank D. Graham and Carl Landauer 
emphasize government open-market opera- 
tions in commodities as the principal means for 
maintaining an aggregate rate of spending (by 
consumers, private businesses, and government) 
just sufficient to maintain full employment 
without a general price rise. The weakness of 
these proposals lies in the likelihood that con- 
sumer and business spending over the long pull 
is unlikely to be sufficient to absorb the total 
product under conditions of full employment. 
Government-held stocks (or private stocks fill- 
ing government contracts as proposed by 
Landauer) would consistently increase. This 
possibility is not overlooked by either Graham 
or Landauer, since both are prepared to utilize 
other policies to encourage private spending. 
But these other policies are second-line defenses 
in their plans. 

Hans Neisser and Edward Heimann stress 
full employment by public investment-——Neisser 
suggesting railroad construction in the moun- 
tain states and Heimann urging more river- 
valley development at home and abroad. Al- 
though such investment can bring full employ- 
ment, there is danger of resulting inferiority in 
resource allocation. Instead of investing in rail- 
ways and hydroelectric plants, we might use the 
resources to produce additional consumption 
goods or additional private investment goods. 
Decisions with respect to public investment 
must be political decisions. But such decisions 
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can be made in the light of their effect upon the 
total product rather than in the light of their 
effect upon employment, as long as full employ- 
ment can be encouraged by other means. 

Broadus Mitchell and Norman S. Buchanan 
discuss certain international implications of full 
employment. If domestic demands for invest- 
ment goods fall off, the resources used in pro- 
ducing some of these goods could be shifted else- 
where in the economy, or the investment goods 
could be exchanged for foreign-produced con- 
sumption goods. To the extent that the second 
alternative is easier to follow than the first, vig- 
orous international trade aids full employment. 
But the case for international trade is primarily 
a case for increased efficiency in the use of re- 
sources. It is overselling international trade to 
claim that full employment cannot exist with- 
out it. 

Henry Simons’ contribution centers upon 
“Federal Tax Reform.” His position that “mon- 
etary-fiscal policy should aim, not at adequate 
or stable employment directly, but at a stable 
price level” (p. 116) is not universally held. It 
need not follow that if employment falls, prices 
will also fall—particularly in an economy where 
prices are sticky. And, given recent price and 
wage policies, stable prices might result in a 
fairly large and continuing level of unemploy- 
ment. In spite of lack of agreement with this 
contention the reviewer finds most of Simons’ 
tax-reform proposals reasonable. 

In addition to the papers which have been 
mentioned above, Margaret F. W. Joseph has a 
concise statement of “Principles of Full Em- 
ployment”; and Albert Halasi has prepared a 
survey of the papers, comparing some of the 
various points of view. 

O. H. BROWNLEE 
Towa State College 


Price-Quantity Interactions in Business Cycles. 
By FRrepErick C. Miris. New York: Na- 
tional Bureau of Economic Research, Inc., 
1946. Pp. xii+140. $1.50. 


Bound in the festive silver of the National 
Bureau’s “Twenty-fifth-Anniversary Series,” 
this book forms at once the culmination-sum- 
mary of Professor Mills’s research in price be- 
havior in the American business cycle and a 
commodity-price companion to Burns and 
Mitchell’s magnum opus on Measuring Business 
Cycles. It employs the characteristic “National 
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Bureau” armory throughout—from the nine- 
stage “reference cycle” to the ladylike absten- 
tion from theoretical controversy. 

Its contents can be divided readily into three 
parts. The first three chapters analyze quantity 
and price movements of commodities and com- 
modity groups in terms of elasticities and flexi- 
bilities over time. (These “dynamic” elasticities 
and flexibilities do not involve the ceteris paribus 
assumptions of textbook price theory, and the 
necessary distinctions are made with due care.) 
In addition, statistical coefficients of the “joint 
cyclical variability” of money values are com- 
puted, which can be and are broken down as be- 
tween quantity and price components. The two 
succeeding chapters provide an analysis of ‘‘out- 
lay patterns.” Price, quantity, and money-value 
movements are surimarized in terms of monthly 
rates of change at various cyclical stages, and 
roles of “dominance” assigned accordingly. Es- 
pecial attention is also given in this section to 
classification of movements as being with or 
against the general “‘cyclical tide.” If these two 
parts had been more closely integrated than 
they are, the final chapter, comprising a sum- 
mary statement of twenty-nine major factual 
conclusions, would have been easier to read and 
to absorb. 

An impressive volume of statistical work is 
lavished upon a necessarily small number of 
cycles (usually five, and at most nine). With so 
small a sample as this, the material practically 
cries out for application of some such technique 
as the analysis of variance to measure the sig- 
nificance of the “cyclical pattern” against a 
background of intercycle differences. No such 
tests of statistical significance are to be found, 
although the book contains self-assured state- 
ments like this: “Fifty-four of the commodities 
have patterns of behavior sufficiently consistent 
to justify the conclusion that they were gener- 
ated by truly cyclical forces” (p. 28). The omis- 
sion of statistical tests from the supports ad- 
duced for the final results is a serious one, inas- 
much as many students and writers are not pre- 
pared to accept so basic a National Bureau 
thesis as the significance of the nine-phase di- 
vision of the reference cycle without some sup- 
port from this source. Questions of symmetry 
and asymmetry between the major cycle phases 
of expansion and contraction, which the Nation- 
al Bureau resolves in favor of asymmetry with- 
out reference to sampling error, should be ex- 
amined likewise. The author fortunately prom- 
ises (p. 28 n.) a technical monograph which will 


deal with the statistical significance of his own 
and other National Bureau results. 

The monthly series dissected in the present 
study have various opening dates from 1904 to 
1919, but end in all cases with 1938. To what ex- 
tent, one wonders, might certain conclusions re- 
quire modification by inclusion of the current 
(and admittedly typical) wartime cycle from 
1939 to 194- with especial reference to the 
checkered history of price and price control dur- 
ing 1946? For example: 


Quantities are freer to rise than are prices; prices 
are freer to fall than are quantities [p. 37]. 

Without a single exception, the maximum rates 
of price decline exceed the maximum rates of price 
advance during expansion [p. 84]. 


Mills has of necessity relied throughout on 
market prices or trade price quotations; he has 
made no allowance for changes in terms, “‘shad- 
ing” of quoted prices, tie-ins, gray markets, or 
similar phenomena. If his research has extended 
to the problem of reliability, or if commodities 
have been eliminated from the study because of 
abnormal divergence between actual and quoted 
prices, the reader is not so informed. 

The intracyclical effect of secular forces 
(trend) is purposely retained and may be signifi- 
cant in some cases. This also is recognized by 
Mills, and the reader’s attention is drawn to it 
in those instances Where its influence may be 
most important (e.g., pp. 53, 86, 106). 

Passing from statistics to economics proper, 
the characteristic National Bureau refusal to at- 
tempt integration of theory with factual re- 
search is apparent throughout. Although not 
blazoned forth as a positive virtue, this self- 
denial detracts from the present usefulness of 
the book and makes its future serviceability 
await the long-promised “synthesis” of busi- 
ness-cycle research at the hands of Wesley 
Mitchell. Taken by itself, Mills’s book is some- 
what redolent of a “scientific fishing expedition” 
(alongside the Burns-Mitchell “scientific sa- 
fari’’) or of the foothill (alongside the Burns- 
Mitchell mountain) giving birth to a mouse. 

For after all is said and done, the major fac- 
tual conclusions regarding price-quantity inter- 
actions over the cycle have become by this time 
fairly commonplace. As between cycle stages 
and phases, this happy result follows largely 
from Professor Mills’s own earlier work. As be- 
tween commodities and commodity groups, it 
dates from the trenchant analysis of Gardiner 
Means. What is the significance for cycle analy- 
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sis of these later results of the present author? 
Where do they fit in? Mills himself is silent, and 
the reader, straining to frame from his figures 
some conclusion applicable to general analysis 
or current controversy, runs the constant risk 
of transcending his meaning or even distorting 
it. 

If the claims of the institutional-inductive 
school of “statistics with theory” are correct, 
Professor Mills is in a better position than any 
other living writer to comment on the several is- 
sues arising in the “price rigidity” and “price 
flexibility” controversies of the last decade and 
perhaps also on the statistical validity of the 
entire underconsumption approach to the cycle 
and stagnation problems. If this is the case, why 
this bashful reticence? Should not the statistical 
output of the nation’s figure factories be classi- 
fied as “intermediate” rather than “final’’ prod- 
uct? 

M. BRONFENBRENNER 


University of Wisconsin 


Emploi et revenues en économie ouverte: théorie et 
application a l’évolution belge et britannique de 
1919 @ 1939. By RocerR Denem. Louvain: 
Institut de Recherches Economiques et 
Sociales, 1946. Pp. 79. 


This little study is by a member of the able 
and active group of young Belgian economists 
associated with Professor L. H. Dupriez at the 
University of Louvain. The study falls into two 
parts. The first, which is severely theoretical, 
gives a detailed analysis of the effects of ex- 
change-rate alterations under various possible 
assumptions as regards demand-and-supply 
elasticities, etc. Special attention is directed to 
the effects on the structure of production and on 
the occupational distribution of factors. The re- 
markable thesis which the author develops is 
that, crudely stated, exchange depreciation or 
undervaluation is bad for a country, while ap- 
preciation or overvaluation is good. The former 
worsens the terms of trade and, according to 
Dehem, stimulates the exportation of crude and 
undifferentiated staple products with perfectly 
competitive external markets, thus leading to a 
relative expansion of industries that call for 
rough and unskilled labor. The latter, by con- 
trast, improves the terms of trade and, it is ar- 
gued, gives a relative stimulus to highly fin- 
ished, differentiated, and specialized export 
products faced with negatively sloping demand 


curves abroad, tending to favor industries that 
make use of specialized skills and aptitudes 
which might nototherwise findemployment.Em- 
phasis on the qualitative aspects of employment 
is a marked feature of the whole study ; frequent 
reference is made to “superior,” “‘special,”’ “ar- 
tistic,” or “creative” faculties of the population 
which require a particular kind of industrial 
structure for their full development and utiliza- 
tion. Overvaluation tends, according to the au- 
thor, to promote an industrial structure of this 
sort and is therefore socially desirable. Dehem’s 
thesis, it will be seen, is in some ways reminis- 
cent of certain arguments in favor of protection. 

In reading the first part of the study, the 
reader will wonder how Dehem can reconcile his 
theory with the British experience of 1925-31. 
But the treatment in the second—descriptive— 
part is somewhat sketchy, and the two parts are 
not by any means closely integrated. Dehem 
tries to show that the favorable structural ef- 
fects of overvaluation can be achieved even with 
a rigid wage-level, provided only that certain 
conditions—technical improvements, ‘“demo- 
nopolization” of industry, and reduction of the 
interest rate—are fulfilled. No doubt he would 
argue that the conditions which would have en- 
abled Britain to take advantage of the price 
structure created by the overvaluation of the 
pound were not fulfilled. Even so, the argument 
is hardly convincing. Nor it is clear why, in 
Dehem’s presentation, exchange depreciation 
and inflation receive all the blame for the struc- 
tural inflexibility which prevents a country from 
reaping the benefits of overvaluation. 

The statistical material presented in the de- 
scriptive part, which covers the experience of 
Belgium and Great Britain in the interwar 
period, consists exclusively of price-and-wage 
indices. Foreign trade and gold movements are 
ignored ; and, despite the title of the study, there 
is no attempt to utilize the available data on em- 
ployment and production. 

RAGNAR NuRKSE 
Institute for Advanced Study 
Princeton, New Jersey 


La Politica fiscal y la economia nacional. By 
Romuto A. Ferrero. Lima, Peru: Talleres 
Gr&ficos de la Editorial Lumen, 1946. Pp. 
vi+78. 

Romulo Ferrero is a well-known figure in 

South America, where he enjoys a high reputa- 

tion both as an economist and as a statesman. 
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His latest book, La Politica fiscal y la economta 
nacional, adds to a long list of studies on eco- 
nomic problems and policy in Peru. 

The book is well organized and lucidly writ- 
ten. The first two chapters present a highly con- 
densed summary of basic quantitative data on 
Peru’s economy and finances. Chapters iii and 
iv restate, in general terms, the basic objectives 
of modern economic policy. Chapters v, vi, and 
vii review the course of Peruvian inflation in 
recent years and its relation to fiscal deficits and 
exchange depreciation. Finally, the last two 
chapters emphasize the inflationary impact of 
an excessive, or improperly financed, develop- 
mental program and the limitations imposed 
upon its scope by the low level of national in- 
come and savings. 

The theoretical and policy chapters of Pro- 
fessor Ferrero’s book cover ground very familiar 
to American readers, except in so far as they 
touch on the special implications of the different 
economic structure of undeveloped, as con- 
trasted with older industrial, areas. The de- 
scriptive chapters provide an excellent com- 
pendium of basic information for readers in- 
terested in a quick introduction to Peru’s econo- 
my, especially in the monetary and public 
finance field. 

The main concern of Professor Ferrero is the 
checking of the powerful inflationary forces 
which have developed in Peru during the war. 
The quadrupling of money supply since 1939 is 
not an isolated phenomenon in Latin America. 
The most disturbing aspect of Peruvian war- 
time inflation is that it is due only to a very 
minor extent to external pressures resulting 
from balance-of-payment surpluses and the ac- 
cumulation of monetary reserves. More than 
four-fifths of the increase was due to domestic 
expansion by the Central Bank, associated with 
deficit financing. Peru thus confronts its post- 
war needs for restocking, re-equipment, and de- 
velopment with a pitifully low level of gold and 
foreign-exchange resources. Exchange control 
had to be introduced even before the end of the 
war and was progressively tightened in the fol- 
lowing months. Currency overvaluation, on the 
other hand, is less apparent than in neighboring 
countries, owing to relatively smaller price in- 
creases in wartime and to the fact that excessive 
depreciation in the thirties had brought the 
currency to an undervalued level at the end of 
that decade. (This was due in part to the fact 
that Peru, alone in South America, consistently 
refrained throughout the world depression from 


imposing exchange control or direct restrictions 
even on capital movements.) 

It is difficult not to agree with the general di- 
agnosis of Peru’s problems presented by Pro- 
fessor Ferrero. The persistence of budgetary 
deficits, monetized through Central Bank ac- 
tion, is certainly the major, and most immedi- 
ate, threat to currency stability and the orderly 
progress of the economy. Professor Ferrero’s 
prescription for remedial action, however, would 
gain in concreteness if the past deficits were 
more fully analyzed and explained in terms of 
the actual pattern of governmental expendi- 
tures and revenues, rather than presented in 
over-all global terms. 

In the main, the present study confines itself 
to the field of public finance and its relationship 
to the monetary situation. For a full and bal- 
anced appraisal of Peru’s position and pros- 
pects, it needs to be complemented by a more 
thorough discussion of other important aspects 
and characteristics of the Peruvian economy, 
such as its relative diversification as compared 
to most other Latin-American countries; the 
outlook for the main categories of exports; the 
concrete possibilities for the expansion of old 
activities, for the development of new ones, and 
especially for the integration of the Indian popu- 
lation into the national life of the country. Con- 
trolling and checking present inflationary forces 
is an urgent, but merely negative, prerequisite 
for the future growth and progress of Peru. 
Positive, and imaginative, solutions to more 
deep-rooted structural weaknesses and social 
maladjustments must follow if the economy is 
not to be merely stabilized at, or around, its 
present level, estimated by Professor Ferrero 
to yield an annual income of about $60 per in- 
habitant. In the long run, stagnation is likely to 
prove an even greater threat to Peru than in- 
stability. 

ROBERT TRIFFIN 
Washington, D.C. 


Jobs and Markets: How To Prevent Inflation and 
Depression in the Transition. By MEtvin G. 
pE Cuazeau, AtBert G. Hart, GARDINER 
C. Means, Howarp B. Myers, HERBERT 
STEIN, and THEoporE O. Yntema. (“A Re- 
search Study for the Committee for Econom- 
ic Development.”) New York: McGraw-Hill 
Book Co., Inc., 1946. Pp. xi+143. $1.60. 
There would be greater need for me to apolo- 

gize for the lateness of this review if Jobs and 
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Markets were what it proclaims to be—a study 
of the transition period. It is of permanent in- 
terest for the light it throws on the question of 
economic stabilization in general. 

By and large the prescription for stability 
given by the C.E.D. Research staff is a flexible 
fiscal and monetary policy. They rightly regard 
expenditure flexibility—if make-work projects 
are to be excluded—as difficult to achieve. 
While long-range public works planning is ad- 
vocated, most emphasis is placed on varying tax 
yields. This can be achieved both by increasing 
built-in flexibility and by altering income-tax 
rates on a temporary basis. It is suggested that 
the Congress should undertake to vary the “first 
bracket” tax rates for periods as short as three 
months. 

It is refreshing to find that the monetary au- 
thorities wiil be rescued from the limbo of the 
thirties and the war years. Although fiscal policy 
is doubtless the more potent weapon, there can 
be little doubt that monetary policy, if aggres- 
sively enough pursued, can give powerful sup- 
port. Aiso, monetary policy remains our only 
instrument to control speculation in the security 
markets. Why, then, not use it? 

The general C.E.D. approach is that the gov- 
ernment will use and the economy will respond 
to sharp instruments rather than blunt ones. Is 
is too much to hope that our complex institu- 
tions of government will permit tax measures 
to be undertaken purely for economic reasons? 
Will a tax-cut made on a temporary basis easily 
be replaced by a tax-increase when the time 
comes? And will the economy respond properly : 
if consumers know that their taxes will go up 
again, will they increase consumption when 
rates are reduced? Finally, is our diagnosis good 
enough to prescribe delicate adjustments? 

I raise these questions not to discourage or 
disparage but to point out that much remains 
to be done in the way of economic education. In 
the meantime, the blunt instruments of expendi- 
tures should not lightly be cast aside. 

Jobs and Markets deals with fluctuations 
about a norm and how to get rid of them. It as- 
sumes that deficient demand will be followed by 
excessive demand. It does not venture on the 
basic question of what, if any, policies are re- 
quired to keep the normal level of income high. 
That should be the subject of the next volume. 
In the meantime, we are grateful to the C.E.D. 
for the invaluable work it has already done in 
promoting enlightened economic thought. 


ARTHUR SMITHIES 
Washington, D.C. 





Changes in Income during the Great Depression. 
By Horst MENDERSHAUSEN. New York: 
National Bureau of Economic Research, 
1946. Pp. xviii+173. $2.50. 

There are few, if any, economic fields in 
which the available statistical materials are 
more intractable than in that of the behavior of 
the personal distribution of income through 
time. Nothing illustrates this better than the 
fact that Mendershausen had to go back to 
studies of 1929 and 1933 incomes to obtain the 
type of material he needed for his investigation. 
While, in a sense, the figures are thus quite out 
of date, still some of the results do provide new 
insights into the general behavior of incomes 
over time. 

Mendershausen’s figures show that there is 
more to changing income distributions than a 
rise or fall in the average income and a general 
increase or decrease in the degree of concentra- 
tion. Often the distribution of income at one end 
of the scale will be becoming more concentrated 
while, at the other end, income becomes less 
concentrated. Patterns vary widely from city to 
city and between tenants and home-owners. 
To have developed even a partially coherent 
pattern out of this statistical maze must be con- 
sidered a substantial achievement. 

Of especial interest is Mendershausen’s find- 
ing that families in a given low-income class in 
one year find themselves relatively more dis- 
persed in the other year than those in the higher 
incomes: one would have liked to know whether 
this is perhaps related to the size of the family 
and number of income recipients in the family, 
but the data do not permit such an investiga- 
tion. Here, Mendershausen’s figures also sug- 
gest the possibility that such a result might be 
spurious, intra-class variance being ignored and 
the size of the classes increasing as one goes from 
lower to higher incomes. With a modicum of 
additional computations, the reviewer reas- 
sured himself that this effect is of minor, though 
still noticeable, proportions. Still one cannot but 
wish that the author had taken the slight extra 
trouble to use more precise methods in order 
that the raising of such doubts might have been 
avoided. 

Another interesting finding is the nonlinear- 
ity of the regression of 1933 incomes on 1929 
incomes, which appears to be significantly 
S-shaped; the regression of 1929 incomes on 
1933 incomes is also S-shaped, but in the reverse 
direction. These results, which are peculiar 
enough on their face, are readily explained by 
Mendershausen on the basis of the special forces 
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at work. One cannot help but contrast the 
elaborate weights used in computing the regres- 
sion lines (which weighting appears to exert no 
substantial influence on the results)with the ap- 
proximate methods used to compute standard 
deviations. 

The general absence of averages or aggre- 
gates, weighted or otherwise, for the entire 
sample of thirty-three cities, is rather vexing at 
times. This lack may have the salutary effect of 
compelling the reader to remain fully conscious 
of the differences between the various cities. 
But it requires the casual reader either to ex- 
amine the tables laboriously before he is really 
able to extract the kernel of information con- 
tained therein or to trust to the necessarily less 
precise impression conveyed by the text alone. 
One would also like to be able to experiment 
with the combined thirty-three—city cross-tabu- 
lation without having first to go through the 
tedious labor of adding up all the corresponding 
cells. Possibly a simple combination of the data 
from the various sources would have resulted in 
combining figures not exactly comparable, but a 
proper caveat could have avoided the danger of 
any abuse of the figures. If they can afford the 
labor, individuals will probably combine the 
figures themselves in any case: to have done it 
once and for all would not only have saved labor 
but would also have permitted suitable weight- 
ing to be applied, if desired. 

One would like to know a little more about 
the process by which the figures for the original 
thirty-nine income groups for 1929 were recom- 
bined into eleven groups, particularly since the 
class limits did not coincide. Indeed the fact 
that, in all but one of the thirty-three cities, the 
average income for the $500-$749 income group 
is less than $625 (the midpoint of the interval) — 
even though this group is well below the mode 
of the distribution—leads one to suspect some 
peculiar bias in either the original distributions 
or in the methods of recombination; normally 
the mean of a class is between the mode of the 
distribution and the midpoint of the class. 

It is, of course, the fault of the data rather 
than the analysis that no light is shed on the 
vital problem of how changes in income dis- 
tribution affect savings and expenditure. 

This book has considerable interest as an 
exploration into a complex field; but, as is per- 
haps inevitable with materials of this sort, it 
falls short of being a fully satisfactory treat- 
ment of the data used. 

WILLIAM VICKREY 
Columbia University 


Corporate Cash Balances, 1914-43: Manufactur- 
ing and Trade. By Frrepricn A. Lutz. New 
York: National Bureau of Economic Re- 
search, 1945. Pp. xiv-+132. $2.00. 


This monograph is a careful study of the 
“liquidity position” of several groups of corpo- 
rations for the period 1914-43. It rests chiefly on 
two samples of data. The one embraces a series 
of seventy-eight large manufacturing corpora- 
tions with total assets greater than $5 million 
each; the other, a group of seventy-three com- 
panies with assets ranging from $50,000 to $5 
million. 

Among the major conclusions are (1) that the 
cash balances of the large companies show less 
fluctuation cyclically than do those of smaller 
firms, (2) that neither group achieved especial 
cash liquidity (excluding marketable securities) 
after the first World War, and (3) that the 
growth of cash balances in both groups from 
1939 to 1943 constitutes no increase in liquidity 
because it was outstripped by the rise in the 
total means of payment, i.e., by the growth in 
the demand and time deposits of banks together 
with the amount of money in circulation outside 
the banks. 

At one point, I would question the author’s 
interpretation of his findings. He states that the 
cash balances of the large corporations “show a 
cyclical influence in the early thirties only in so 
far as their increase is retarded,” whereas the 
“balances of other groups of corporations de- 
cline” (pp. 14, 16). To be sure, the data show 
marked oscillation during the years 1930 
through 1933; but the large corporations’ total 
cash balance does fall from $1,153,000,000 in 
1930 to $989,000,000 at the end of 1933. Since 
the total corporate assets included in this 
sample constitute only 40 or 45 per cent of assets 
in the large-company universe, it follows that 
the cash balances of all large manufacturing 
corporations must in the aggregate have 
dropped by something between a third- and a 
half-billion dollars between these years. Such a 
reduction, which certainly took place during 
“the early thirties,” I would call a decline, albeit 
in proportionate terms the 14 per cent shrinkage 
shown by the sample is indeed less than for the 
small companies and is far smaller than the de- 
cline in the total means of payments. 

Cash balances alone, of course, are not the 
only measures of significance for the problems 
at issue; and the author supplements their anal- 
ysis with valuable examinations of the amount 
of marketable securities held and with the ratios 
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of cash and other assets to the means of pay- 
ment. On the whole, his conclusions are ex- 
tremely well stated and carefully qualified. 
Cyclical research and monetary theory can 
therefore make good use of this study which, 
like the other volumes in the National Bureau’s 
financial research program, endeavors to fill an- 
other corner of one of Chapham’s empty eco- 
nomic boxes. 

Raps C. Epstein 
University of Buffalo 


Income: An Introduction to Economics. By A. C. 
Picovu. London: Macmillan & Co., Ltd., 
1946. Pp. viit+117. $1.50. 


It is a delicate matter to review a slight work 
by a distinguished author and to keep a happy 
balance between respect for the author and a 
fair appraisal of the work. This little book “‘is 
based on and in the main reproduces seven lec- 
tures given in Cambridge at the request of the 
Professor of Engineering to students in his sub- 
ject in the Lent Term of 1945.” In a short “epi- 
logue” Emeritus-Professor Pigou acknowledges 
the “excellent example set by Professor J. R. 
Hicks in his Social Framework.” He goes on to 
laud the “income approach” to introductory 
economics, both on the grounds that it avoids 
the “forbidding” demand-and-supply approach 
and also because in this field there is substantial 
agreement among economists. The seven chap- 
ters cover the definition and measurement of 
national income, internal and external influ- 
ences affecting “income-getting power,” the al- 
location and distribution problems, unemploy- 
ment, and the role of government. In spite of a 
certain self-conscious attempt at simplicity of 
style, the book is by no means easy to read, and 
one wonders how the Cambridge engineers 
dealt with sentences such as this: “The funda- 
mental thing here is that, at any given rate of 
wages, that number of men of given quality 
tends to be engaged by employers, and so allo- 
cated to any industry, which is demanded there, 
at that rate of wages” (p. 62). For this reviewer 
indeed, the book raises doubts as to whether the 
now-fashionable “income approach” is quite so 
suitable as a painless introduction to economics 
as many have supposed. Professor Pigou’s vai- 
iant attempts to avoid the “forbidding” aspects 
of demand-and-supply analysis lead him at 
times into peculiar contortions, and he finally 
breaks down on page 63 and begins to talk about 
“elasticity” without, of course, having intro- 
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duced the student to the concept of a demand 
function. 

A little later we are even introduced to “X 
men of given quality engaged in hat-making and 
Y men in bicycle-making,” who promptly dis- 
appear from view and are never heard of again. 

More serious than the pedagogic dubiety of 
the work, however, is the extent to which it re- 
veals a certain defect in substance, especially in 
the concept of income itself, which is character- 
istic of the whole Marshallian school. Professor 
Pigou is perhaps too optimistic in thinking that 
in the income approach he has found not merely 
simplicity but undisputed truth. Indeed, it may 
well be that the most enduring part of the Mar- 
shallian tradition is precisely that supply-and- 
demand analysis which Pigou apparently re- 
gards as doubtful, and not the analysis of in- 
come and capital, which is shot through with il- 
logicalities, as Pigou himself is forced to admit 
(p. 18). 

The attempt to define capital as only “part” 
of the total stock of wealth, excluding “con- 
sumers capital”; the attempt to regard factors 
of production as an “enduring stock” (p. 19) 
which produces each year a flow of services and 
goods; and the attempt to identify real income 
with consumption, or at least with part of con- 
sumption—all lead to a confusion of thought 
which is perhaps the main reason why the book 
is eminently unsuitable for beginners. The con- 
fusion all stems from the failure of the Mar- 
shallian school to analyze the concept of con- 
sumption or to obtain a logically consistent con- 
cept of capital. Surely the only coherent con- 
ceptual scheme is to regard the total stock of all 
valuable goods existing at a moment as the most 

significant capital concept and to regard con- 
sumption as consisting of subtractions from this 
stock and production as additions to it. It 
should then be clear that production is merely 
an unfortunate necessity imposed on us by the 
deplorable fact that we cannot live without 
consuming things. It is the use, not the con- 
sumption of goods, which is the most significant 
concept of income, and, the less consumption 
(and production) is necessary to maintain @ 
given volume of use, the better off we are. On 
the Marshall-Pigou definition of income an im- 
provement leading to greater durability in fab- 
rics, china, and houses would make us worse off, 
as leading to a decline in consumption and pro- 
duction: clearly the reverse is the case. Had we 
unbreakable china, indestructible clothes and 
houses, and widows’ cruses and meal jars, “real 
income,” in Pigou’s sense, would disappear com- 
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pletely, but we would certainly be much better 
off! 

It is perhaps this failure to analyze the pro- 
duction-consumption concepts that leads to the 
unsatisfactory quality of the chapter on unem- 
ployment, delightfully and characteristically 
headed “The Proportion of Income-getting 
Power at Work on the Average and at Different 
Times.” Although Pigou has reached the point 
of advocating public works in time of depression 
(p. 96), there is little in the chapter to give the 
student any real understanding of the function 
of unemployment in restricting accumulation. 


K. E. Boutpinc 
Iowa State College 


National Product since 1869. By Stuon Kvz- 
NETS, assisted by LILLIAN EPsTEIN and 
ELIZABETH JENKS. New York: National Bu- 
reau of Economic Research, Inc., 1946. Pp. 
xviii+239. $3.00. 

The present work is another in the long series 
of income studies emanating from the National 
Bureau of Economic Research and is a continu- 
ation of the research that Dr. Kuznets has been 
so largely responsible for carrying forward. In 
this study, in which Dr. Kuznets is assisted by 
Lillian Epstein and Elizabeth Jenks, the fron- 
tiers of knowledge regarding our secular eco- 
nomic development are pushed back a little far- 
ther and the groundwork is laid for additional 
research on the basis of the data presented. 

The book is made up of four parts, the first 
two being devoted to presentation of the data 
on national product. Part I includes annual es- 
timates for the period 1919-43, while Part II 
(from which the work apparently derives its 
name) gives us annual averages for the seven 
decades between 1869 and 1938. In the first sec- 
tion of each of these parts, the authors offer de- 
tailed explanations as to how the estimates are 
compiled and in the second section summarize 
the results in a series of basic tables. This meth- 
od of presentation is commendable for its clarity 
and convenience to the user. The development 
in these parts is essentially an application of the 
“concepts formulated in National Product in 
Wartime (New York: National Bureau of Eco- 
nomic Research, 1945)” in reshaping the earlier 
estimates of commodity flow, capital formation, 
and national income. Certain refinements are 
made in the earlier data, such as allowance for 
business use of passenger cars and related prod- 
ucts, as well as some changes in the statistical 
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procedure and bases of extrapolation. However, 
the authors retain the general method of using 
national income (income payments plus undis- 
tributed profits) as the controlling total, making 
direct estimates of net capital formation and 
flow of perishable, semidurable, and durable 
goods to consumers, and deriving flow of serv- 
ices to consumers as a residual. 

The end results in Part I are the annual gross 
and net national products according to both 
peacetime and wartime concepts and in both 
current and 1929 prices. In Part II the data of 
Part I are extended back over the longer period 
to obtain gross and net national product accord- 
ing to the peacetime concept, again in current 
and 1929 prices. Since the flow of services to 
consumers occasions special difficulties, too 
numerous for discussion here, Part III is devot- 
ed to an elucidation of the methods and sources 
employed in deriving this series. Part IV then 
reviews our information on the growth of re- 
producible wealth from 1880 to 1939 for com- 
parison with the data on capital formation and 
to distribute capital formation by industries. 

The authors are not concerned with inter- 
preting the data that they have compiled, but 
the numerous table and notes should be of great 
utility to the academic and business worlds. The 
explanatory sections provide a first-rate lesson 
in practical statistical research and are excellent 
reading for students in that field. It is not al- 
ways easy reading, unless one is well posted on 
the other related studies upon which it draws 
heavily, but still it is readable and understand- 
able within itself. Despite a rather prosaic style 
(perhaps one should expect nothing more in this 
type of writing), it holds one’s interest. It might 
also be recommended to those who visualize 
government economy in terms of smaller spend- 
ing on information-gathering agencies, for it il- 
luminates the slender lines of data to which the 
statistician is so frequently required to cling. 

The theoretical criticisms of the statistical 
concept of national income, particularly when 
applied to data extending over long periods of 
time, are well known to all economists, and need 
not be rehashed here. In addition, the gaps in 
the source material are prodigious. Dr. Kuznets 
and his assistants are as familiar with those 
problems as any of their readers, and they ef- 
fectively forestall criticism by a candid exposi- 
tion of their assumptions at every stage. That 
they and others in this field have made note- 
worthy contributions, despite the handicaps, 
can hardly be doubted. It is well for the skeptics 
to recall that a detective often achieves a suc- 
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cessful solution of a case by laboriously follow- 
ing up a number of slender and unpromising 
clues. The statistician, building up series of data 
into the distant past, is in much the same posi- 
tion; and with persistence, skill, and courage, he 
may attain success in his enterprise. 


Witi1am H. ANDREWS 
Indiana U niversity 


Regional Shifts in the Postwar Traffic of Class I 
Railways. By BuREAU OF TRANSPORT Eco- 
NOMICS AND STATISTICS. 2 vols. Washington, 
D.C.: Interstate Commerce Commission, 
1946. Pp. xxxi+ 410. 

The stated objectives of this report are two- 
fold: (1) to examine pre-war trends in the dis- 
tribution of railroad freight traffic among the 
various rate territories as defined by the Inter- 
state Commerce Commission and (2) to deter- 
mine the manner in which developments in the 
United States during the war will probably 
change pre-war trends. 

The study is at once more and less broad 
than the stated objectives would indicate. Al- 
though it purports to forecast the influence of 
war developments upon the regional and inter- 
regional distribution of railroad freight traffic, 
the forecast is, in fact, more appropriately for 
all traffic—by highway, water, and pipe line, as 
well as by rail. No attempt has been made to de- 
termine how the changing geographic distribu- 
tion of economic activities, which the report 
forecasts, may affect the distribution of traffic 
among various types of transportation medi- 
ums, including the railroads. On the other hand, 
detailed analysis of the effect of war develop- 
ments on the location of economic activities— 
hence on the regional and interregional distri- 
bution of freight traffic—is confined to manu- 
facturing industries. 

The general conclusion of the study is that 
the westward trend in the location of economic 
activities and in railroad freight traffic, evident 
since 1860, was accelerated by the war. This is 
especially true of manufacturing industry and 
of railroad tonnage in the products of manufac- 
ture. Official Territory’s share of the nation’s 
tonnage of manufactured and miscellaneous 
goods carried by railroad may decline from 
64.6 per cent in 1939 to 59.1 per cent and pos- 
sibly to 56 per cent in 1948. On the other hand, 
Southwestern Territory’s share in that traffic 
may increase from 9.4 per cent in 1939 to as 
much as 18 per cent in 1948. A rather surprising 
possible result of the war is a reversal of the up- 
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ward pre-war trend in Southern Territory’s 
share of manufacturing. But the authors of the 
report are admittedly inconclusive in this re- 
spect. The changes in the distribution of all rail- 
road freight traffic are expected to be less 
marked than for products of manufacturing in- 
dustries. But, as stated above, a detailed analy- 
sis of the effect of the war on the geographic dis- 
tribution of agriculture, mining, and forestry 
was not made. 

The report is a remarkably good first attempt 
to forecast changes in the geographic distribu- 
tion of economic activities and in the interre- 
gional distribution of freight traffic. It is hoped 
that it is the forerunner of a series of mono- 
graphs on locational trends in individual manu- 
facturing, agricultural, and mining activities. It 
includes a chapter on probable trends in the lo- 
cation of the iron-and-steel industry which 
might well be elaborated and used as a model for 
studies of other industries. Such studies should, 
however, have a more well-rounded framework 
of locational analysis than that which served as 
a basis for the present report. The explanation 
of past locational trends in the iron-and-steel 
industry is crude, as is the explanation of the 
geographic separation of alumina and aluminum 
plants on the ground that alumina is sufficiently 
valuable to bear the costs of long hauls! 

The waybill studies made in 1939 by the 
Board of Investigation and Research and in 
1942 and 1944 by the Office of Defense Trans- 
portation—all now in the custody of the Inter- 
state Commerce Commission—contain the most 
detailed information on the location of economic 
activities, on the sources from which manufac- 
turing centers draw their raw and semimanu- 
factured materials, and on markets, to be found 
in the United States or, for that matter, any- 
where in the world. Summaries of these studies 
are given in the present report, but the broad 
territories covered conceal the most interesting 
relationships. 

Thorough analysis of the studies by the Com- 
mission, perhaps in co-operation with the De- 
partments of Commerce and Agriculture, should 
be made. It would test current theories of loca- 
tion and enable the Commission to develop 4 
locational framework on which to build future 
forecasts of freight traffic trends. Students of 
both railroad rate theory and general price the- 
ory will find the appendix table (pp. 281-93, in- 
clusive), showing point-to-point freight rates on 
selected iron-and-steel articles, fascinating. 


E. S. Lync# 
Holyoke, Massachusetts 
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